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Las Quintal Serenes Water Co., an Arizona corporation ("LQSWC" or "the

Company"), hereby applies br an order of the Commission (i) establishing the fair value

of its plant and property used for the provision of water utility service; and, based on such

finding, (ii) approving permanent rates and charges for water utility service designed to

produce a fair return thereon. in support of its Application, LQS WC states as follows :

1. LQSWC is a public service corporation Under Arizona law engaged in

providing water and utility service within the municipal boundaries of the Town of

Sahuarita, Arizona, pursuant to a certificate of convenience and necessity granted by the

Commission. During the test year, LQSWC served approximately 867 water utility

service connections, approximately 156 additional standpipe customers, and 4 fire

sprinkler service customers.

2. LQSWC's business office is located at 75 W. Celle de lag Tiendas, Suite

ll5B, Green Vaiiey, Arizona 85614, and its telephone number is (520) 625-8040. The

Company's primary management contact is Omar Mejia.

3, The following persons are responsible for overseeing and directing the

conduct of this rate application: (i) Mr. Mejia, (ii) the Company's rate case consultant,

x
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1 Thomas Bourassa; and, (iii) the Company's rate case attorney, Lawrence V. Robertson, Ir.

2 Mr. Mejia's mailing address is P.O. Box 68, Sahuarita, Arizona 85629 and his telephone

3 number is (520) 625-8040, his telecopier number is (520) 648-3520, and his e-mail

4 address is lqswater@.eom. Mr. Bourassa's mailing address is 139 W. Wood Drive,

5 Phoenix, Arizona 85029, his telephone number is (602)246-7150; his telecopier number

6 is (602) 246-1040, and his e-mail address is §jbL4@cox.net. Mr. Robertson's mailing

7 address is P.O. Box 1448, Tubae, Arizona 85646, his telephone number is (520) 398-

8 0411, his telecopier number is (520) 399-0412, and his email address is

9

1

All discovery, data requests and other requests for

10 information concerning this Application should be directed to Mr. Mejia, including

l l copies by e-mail, as well as to Mr. Bourassa and Mr. Robertson.

Tubac1awyer@aol.com.

I

1
l

i
1
I

12 4. The Colnpany's present rates and charges for utility service were approved

13 by the Commission in Decision No. 67455 (January 4, 2005) using a test year ending

14 September 30, 2003 .

15 5. The revenues from LQSWC's water utility operations are inadequate to

16 provide the Company with a fair rate of return on the fair value of its plant and property

17 devoted to water utility service, which includes significant increases in the Company's

18 water utility plant during the past two (2) years. Operating expenses have also increased

19 significantly since the last test year. These changes since the 2003 test year have caused

20 the revenues produced by the current rates and charges for water utility service to become

21 inadequate to meet operating expenses and provide a fair and reasonable rate of return on

22 plant investment for the Company and its shareholders, Accordingly, the Company

23 requests that certain adjustments to its rates and charges for water utility service be

24 approved by the Commission so that the Company may fully recover its operating

25 expenses and be given an opportunity to earn a fair and reasonable rate of return on the

26 fair value of its property. The Company proposes to use its original cost rate base as its

n 2
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fair value rate base in this proceeding in order to minimize potential disputes and to

reduce rate case expense.

6. Filed concurrently with this Application are the supporting schedules

required pursuant to A.A.C. R14-2-103 for rate applications by Class "C" utilities, with

the exception of Schedule G. LQSWC has not prepared a cost of service study

connection with the instant request. The test year utilized by the Company in connection

with the preparation of such schedules is the i2-month period that ended June 30, 2009.

LQSWC requests that the Commission utilize such test year in connection with this

Application, together with appropriate adjustments in order to obtain a normal or more

realistic relationship between revenues, expenses and rate base during the period in which

the rates and charges established in this proceeding will be in effect.

7. During the test year, the Company's adjusted gross revenues from water

13 l utility service were $488,268. The adjusted operating income was $47,550. The adjusted

14 I fair value rate base was $2,109,531 The resulting rate of return on die Company's water

15 l utility operations during the test year was2.25percent.

8. The Company submits that the overall rate of return to the Company is

inadequate to allow it to pay reasonable dividends, maintain a sound credit rating, and/or

enable LQSWC to attract additional capital on reasonable terms in order to continue the

investment in utility plant necessary to adequately serve customers .

9. The Company is requesting an increase in water utility revenues equal to

$203,528, or an increase in revenues of 41 .68 percent. The adjustments to the Company' s

rates and charges that are proposed herein, when fully implemented, will produce a rate of

return on the fair value rate base equal to 9.03 percent.

10. Also filed concurrently in two separate volumes in support of this

25 I Application and the accompanying supporting schedules is the Direct Testimony at" Mr.

26 I Bourassa, which collectively provides an overview of the Company's rate filing. in the

21

22

23

3
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l first volume of his Direct Testimony, Mr, Bourassa discusses the subjects of rate base,

2 income statement (revenue and operating expenses), required increase in revenue, rate

3 I design, and the proposed new rates and charges for water service. In that regard, he notes

4 that the Company is proposing to eliminate the Arsenic Remediation Surcharge

5 Mechanism ("ARSM") and related surcharge, which were approved by the Commission in

6 Decision Nos. 68716 (June l, 2006) and 69214 (December 21, 2006), respectively.

7 Revenues related to debt service of the Company's loan from the Water Infrastructure

8 Financing Authority of  Arizona ("wtFA"), '  which were the subject of  the ARSM

9 surcharge, would be received prospectively under the Company's proposed base rates as a

10 part of its ongoing revenue requirement. In addition, the Company is also proposing

I l . elimination of the special Arsenic Impact I-look-Up Fee tariffs which was approved by the

12, Commission in Decision No. 68863 (July 28, 2006) as a supplemental means for servicing

13 the Company's WIFA loan obligation.

14 In the second volume of his Direct Testimony, Mr. Bourassa discusses the

15 Company's cost of capital, assuming a capital structure for ratemaking purposes of 26.1

16 percent equity and 73.9 percent debt; and, he explains how he has calculated a required

17 return on equity of 16 percent, and a weighted cost of capital of 9.03 percent.

18 l l . Attached to this Application as Appendix 3 as supplemental information is a

19 l completed water use data sheet for the twelve (12) months ended June 30, 2009.

20 WHEREFORE, LQSWC requests the following relief:

21 A. That the Commission, upon proper notice and at the earliest possible time,2

22

23

24

25

26

| The WIFA loan proceeds were used by the Company no construct (i) arsenic treatment facilities which were
required in order to enable the Company to comply with arsenic concentration regulations promulgated by the United
States Environmental Protection Agency; and (ii) an additional storage reservoir and a back-up generator as a part of

the Company's capital improvements program to allow the continued provision of adequate and reiiaCie service to its
customers. The Commission authorized the Company to incur this debt in Decision No. 68716 (June l, 2006) and

Decision No. 69380 (March 22, 2007), respectively.
2 in that regard, it should be noted that because the Company's operating revenues under its current rates and charges
are inadequate, earlier this year the Company had to request approval from WIFA to suspend payment of the
principal portion of the Compa.ny's monthly WIFA loan obligation until the Company's revenues could be increased.

31 4
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conduct a hearing in accordance with A.R.S. §40-251 and determine the fair value of

LQS WC's water utility plant and property devoted to providing water utility service;

B. Based upon such determination, that the Commission approve permanent

adjustments to the current rates and charges for water utility service provided by LQSWC,

as proposed by the Company herein, or approve such other rates and charges as will

produce a just and reasonable rate of return on the fair value of the Company's water

utility plant and property, and

C. That the Qorrimission authorize such other and further relief as may be

appropriate to ensure that LQSWC has an opportunity to earn a fair and reasonable rate of

return on the fair value of its water utility plant and property and as may otherwise be

required under Arizona law.

RESPECTFULLY SUBMITTED this 23"' day of December, 2009 ,

I

By: fr .- :~~r<~ ~~~
Lawrence V. Robertson, Jr.
p. o. Box 1448
Tubae, Arizona 85646
Attorney for Las Quintus Serenes Water Co.

foregoing, together with the direct testimonies
The original and thirteen (13) copies of the

and schedules sugportiag this al glication,
were delivered t is 23 day of December, 2009, to:

I

Docket Control
Arizona Corporation Commission

. Washington Street
85007

1200 W
Phoenix, AZ

a:\usus\angelavdocunv:ntsVar:y\las quinlu'n'!e <aseppli:ali°n can l Final 40;
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26 Company's loan principal payments. The suspension period ends in July 2010.
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Las Quintus Serenes Water Company
Application for a Determination of the

Fair Value of Its Utility Plants and Property and for
Increases in Its Water Rates and Charges

December 31, 2009

Application

Attachment 1
Plant Inventory and Water Use Data
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NAME oF COMPANY Las Quintal Serenes Water Company
ADEQ Public Water System Numbs 10064

MONTHIYEAR
NUMBER OF
CUSTOMERS

GALLONS
SOLD

(Thousands)

GALLONS
PUMPED

(Thousands)

GALLONS
PURCHASED
(To Susan ds )

Jul. 2008 1.025 18.450 20,095

Aug 1 034 13,619 14,917

Sep. 1,032 13.566 14,490

Oct. 1 .023 13,937 14,503

Nov. 1 .026 14,173 15013
Dec. 1,028 9,555 9,873

Jan. 2009 1,027 8,637 9,578

Feb. 1 ,027 8 521 19,221

Mar. 1 .034 10,131 9,985

Apr. 1,o14 11.417 12,653

May 1 ,020 13.069 14,551

Jun. 1,023 19.155 20,252

L

Total 154,233 165,131

|||||-lllul la l l ll
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WATER USE DATA SHEET FOR TESDT YEAR

What is the level of arsenic for each well on your system?
Well #5 .0081
Well #5 .00115
Wells #7 .0096
Results taken from MAP analysis results 11/16/2007

mi l l

If system has fire hydrants, what is the tire flow requirement? for hrs. NM

If system has chlorination treatment, does this treatment system chlorinate continuously?

I
(X) No

is the Water Utility located in an Active Management Area ("AMA")1

()Yes

(X) Yes ()NO

Does the Company have a Gallons Per Capita Day ("GPCD") requirement?

()N°(X) Yes

If Yes,please provide the GPCD amount: 121



ADWR ID
Number*

Pump
Horsepower

Pump Yield
(rpm)

Casing
Depth
(Feet)

Casing
Diameter
(Inches)

Meter Size
(inches)

Year
Drilled

#5 ._ 55608531 40 200 513-805 1079 _ 8" 6 "
1976

#6 .- 55608530 75 450 837 la" 6 "
1971

#7 - 55566940 150 650~850 910 12" 4 "
1998

I

Name or Description
ICapacity

(~ ~no
Gallons Purchased or Obtained

(in thousands)
N/A i

BOOSTER PUMPS FIRE HYDRANTS
Horsepower

25 horse power

Quantity Quantity Standard Quantity Other

4 N/A

STORAGE TANKS PRESSURE TANKS
Capacity Quantity Capacity Quantity

30>000 Gallons 1 3,000 Gallons 1

60,000 Gallons 1 5,000 Gallons 5

500,000 gallons 1

ill llllllllllulllll l l |
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J COMPANY NAME Las Quinoas Serenes Water Company

 ̀Name of System ADEQ Public Water System Number (if applicable) 10064

WATER COMPANY PLANT DESCRIPTION

YYELLS

* Arizona Department of Water Resources Identification Number

OTHER WATER SOURCES

!

I
I

Note' If you arejilingfor more than are system, please provide separate sheets far each system.

10
See Acoountanfs Compilation Report

l



COMPANY NAME Las Quintal Serenes Water Company
ADEQ Public Water System Number (if applicable) 10064Name of System

Size in inches) Quanti
5/8 X% 810

3/4 Q
1 ZN

1 1/2 Q
2 ;

Comp. 3

Turbo 3 Q
Comp. 4 2
Tuba 4 Q

Comp. 6 Q
Tuba 6 Q

Standpipe 156

Length in feet)Size in inches)
2 Copier 250
3 Transite 240
4 l l_ansite 19.840
5 MY N/A
6 Transite 32,487

8 T1-ansite 2,760

Transite 42010
12 Transite 1 .340

2 Plastic 1,550

4 Plastic 5.109

6 Plastic 25,158

8 Plastic 10,610
12 Plastic 1,950

6 Ductile Iron 575

| lm ill l l l

h
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WATER COMPANY PLANT DESCRIPTION (CONTINUED)

M A I NS
Manterial

CUSTOMER METERS

For the following three items, list the utility owned assets in each category for each system.

TREATMENT EQUIPMENT:
Arsenic treatment facility including 2 media tanks, 1 backwash_tank, 4 -25 h..p. booster pumps, and 2
chlorinator pumps. 1

STRUCTURES:
Steel portable shed S' x 20' at Well #S 8.: Steel portable shed 8' x 40' at Well # 6.

OTHER:

Note: If you arejilingfor more than one system, please provide separate sheets for each system.

11

i
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Exhibit A-2
Thomas J. Bourassa

Prepared Direct Testimony on
Rate Base, Income Statement

and Rate Design

|

September 28-29, 2010 ACC Hearing
Las Quintus Serenes Water Company

Docket No. W-01583-09-0589
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Las Quintus SerenesWater Company

|

Application for a Determination of the
Fair Value of Its Utility Plants and Property and for

Increases in Its Water Rates and Charges

December 31, 2009

Application
Volume I

Rate Base, Income Statement and Rate Design
Testimony and Schedules
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IN THE MATTER OF THE
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SERENAS WATER co., AN ARIZONA
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(RATE BASE, INCOME STATEMENT AND RATE DESIGN)
16

17 December 31, 2009
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I.

Q1.

INTRQDUCTION, QUALIFICATIONS AND PURPOSE

PLEASE STATE YOUR NAME AND ADDRESS.

A l . My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

I QS. WHAT [S YOUR PROFESSION AND BACKGROUND?

I am a Certified Public Accountant and am self-employed, providing consulting

services to utility companies as well as general accounting services. I have a B.S.

in Chemistry and Accounting from Northern Arizona University (1980) and an

M.B.A. with an emphasis in Finance from the University of Phoenix (1991).

QS. COULD YOU BRIEFLY SUMMARIZE YOUR PRIOR WORK AND

REGULATORY EXPERIENCE?

AS.

l
I
!

|

I

IYes. Prior to becoming a private consultant, I was employed by High-Tech

Institute, Inc., and served as controller and chief financial officer. Prior to working

for High-Tech Institute, I worked as a division controller for the Apollo Group, Inc.

Before joining the Apollo Group, I was employed at Kozo ran 84 Ker rode, CPAs .

In that position, I prepared compilations and other write-up work for water and

wastewater utilities, as well as tax returns .

In my private practice, I have prepared and/or assisted in the preparation of

several water and wastewater utility rate applications before the Arizona

Corporation Commission ("Commission"). Attached is a summary of my

regulatory work experience .

QS. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

l

2

3

4

5

6 AZ.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A4. I am testifying in this proceeding on behalf of the applicant, Las Quintal Serenes

Water Company ("LQSWC" or the "Company"). LQSWC is seeking changes in

its rates and charges tor water utility service in its certificated service area, which

area is located in Pima County, Arizona.

1

I



1 Qs. WHAT Is THE PURPOSE OF YOUR DIRECT TESTIMONY?

2 A5. I will testify in support of LQSWC's proposed adjustments to its rates and charges

for water utility service. I am sponsoring the direct schedules, which are filed

concurrently herewith in support of LQSWC's application. I was responsible for

the preparation of these schedules based on my investigation and review of :

LQSWC's relevant books and records .

For convenience, my direct testimony has been divided into two separate

volumes, each with the relevant schedules attached, which are being f iled

separately in this case. In this volume of my direct testimony, I address the

subjects of rate base, income statement (revenue and operating expenses), required

increase in revenue, rate design and proposed rates and charges for water service.

in that regard, Schedules A through C, E-F and H are attached to this portion of any

direct testimony. LQSWC has not prepared a cost of service study. Consequently

the G schedules are omitted.

In the second volume of my direct testimony, to which the D schedules are

attached, I address cost of capital. LQSWC is requesting a return on common

equity of 16.0 percent. As shown on Schedule D-i, LQSWC's capital structure for

ratemaking purposes consists of 26.1 percent equity and 73.9 percent debt. The

weighted cost of capital is 9.03 percent.

11.

Q6.
OVERVIEW OF LQSWC'S REQUEST FOR RATE RELIEF

PLEASE SUMMARIZE LQSWC'S APPLICATION.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A6. The test year used by LQSWC is the 12-month period ending Jame 30, 2009.

LQSWC is requesting a 9.03 percent return on its fair value rate base ("FVRB").

LQSWC has also proposed certain pro forma adjustments to take into account

known and measurable changes to rate base, expenses and revenues. These pro

forma adjustments are consistent with normal ratemaking and are contemplated by
I

2

|



1

2

the Commission's rules and regulations governing rate applications. See Rl4-2-

103. These adjustments are necessary to obtain a normal or realistic relationship

between revenues, expenses and rate base on a going-forward basis.

LQSWC's proposed fair value rate base is $2,I09,537. The increase in

revenues to provide for recovery of operating expenses and a 9.03 percent return on

rate base is approximately $203,529, an increase of approximately 41.68 percent

over the ariiusted and annualized test year revenues,

Q7. WHY is LQSWC FILING FOR NEW RATES AT THIS TIME?

AS. LQSWC is not earning a fair return on the fair value of its water plant devoted to

service. Operating expenses have increased since the last test year, which was

based on the 12 months ended September 30, 2003. For example, the Company's

proposed purchased power in the instant case is nearly $44,000 higher than the

level included in operating expenses in the last rate case. The Company proposed

salaries and wages in the instant case is over $41,000 higher than the level included

in operating expenses in the last rate case. In the past year, LQSWC has made

substantial investment in plant (over $2.1 million) necessary to serve water

customers, The plant investment consists of primarily of arsenic water treatment

facilities in order to meet federally mandated arsenic level limits and water storage

facilities necessary to provide adequate water storage for its water system. The

Company's proposed depreciation expenses is nearly $70,000 greater in the instant

case compared to the last rate case. In the end, LQSWC's current rate of return,

based on the adjusted test year data, is 2.25 percent.

QB. WHEN WERE LQSWC'S CURRENT RATE APPSOVED?

3

4

5

6

7

8

9

10

11

12

13 1

14

15

16

17

18

19

20

21

22

23

24

25

26

AB. The Company's current water rates were approved in 2005 in Decision 67455

(January 4, 2005). In Decision 67455, The Commission recognized that the

Company's arsenic levels were well above the new UQS. Environmental Protection

3

1



1

2

3

Agency ("EPA") limits for arsenic which were Io be effective January 23, 2006.1

Recognizing this issue, the Commission ordered the Company to submit a detailed

arsenic removal p1an.2

4 QS. DID THE COMPANY SUBSEQUENTLY FILE AN APPLICATION FOR

FINANCING OF WATER SYSTEM IMPROVEMENTS RELATED TO

ARSENIC TREATMENT?

AS. aYes. In November 2006, the Company ivied financing application For

authorization to incur long-term debt for water system improvements in order to

assure compliance with the new arsenic rules. The Company also requested the

approval of  an Arsenic Cost Recovery Mechanism ("ACRM") to help the

Company meet the debt service requirements for its requested debt financing.

Included in the Company ls projected costs for water system improvements were

storage facilities and a back-up generator. However, the Commission excluded the

related costs for storage and back-up generator in Decision 68716 (June 1, 2006)

when it approved the Company's financing request, because those facilities were

considered to be separate and distinct from the arsenic treatment facilities? The

Commission believed that it was important to maintain this distinction, inasmuch

as it had re~opened the 2003 rate case for the limited purpose of further addressing

the arsenic issue. The mechanism for the arsenic cost recovery surcharge was also

approved in the decisions.

Decision 69214 (December 21, 2006).

The specific amount of the surcharge was approved in

l

I

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

1 See Decision 67455 at 11 and 16.

2 ld. 81 15.
3 See Decision68716 at 16.

4rd. at 15.

4



Q10. WHEN WAS THE COMPANY GRANTED AUTHORIZATION To INCUR

LONG TERM DEBT FOR THE STORAGE FACILITIES AND BACK-UP

GENERATOR?

In Decision 69380 (March 22, 2007).5

Q11. DOES THE COMPANY'S CURRENT REQUEST FOR RATE RELEIF

CONTEIVIPATE THAT THE ARSENIC COST RECOVERY SURCHARGE

BE ELIMINATED UPON IMPELENTATION OF NEW RATES?

Yes. The Company proposes to eliminate the surcharge in the instant case. The

arsenic treatment facilities are now recognized in the Company's proposed rate

base and the related debt is reflected in the Company's proposed cost of capital.

As a result, the Company proposed revenue requirement (and water rates) reflect

the arsenic treatment debt service costs.

Q12. HAS THE COMPANY EXPERIENCED DIFFICULTIES IN MEETING ITS

DEBT SERIVCE IN THE PAST YEAR?

Yes. In fact, earlier this year the Company contacted the Water Infrastructure

Financing Authority of Arizona ("WIFA") to request that its principal payments be

suspended for the loans financing the arsenic water facilities, storage facilities and

back-up generator because of cash flow problems. As a result of that request, the

principal payments have been suspended until July 2010.

111.

Q13.

SUMMARY OF SCHEDULES

A. Summary of A.. E and F Schedules.

MR. BOURASSA, LET'S TURN TO LQSWC'S SCHEDULES.

DESCRIBE THE SCHEDULES LABELED AS A, E, AND F.

PLEASE

lI

I

2

3

4 A10.

5

6

7

8 All.

9

10

11

12

13

14

15 All.

16

17

18

19

20

21

22

23

24

25

26 i 5 See Decision 69380 at 6 and 10.

5
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2

3

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A13. The A-l Schedule is a summary' of the rate base, operating income, current

operating margin, required operating margin, operating income deficiency, and the

increase in gross revenues. A 9.03 percent return on FVRB is requested. The

increase in the revenue requirement is $205,962. Revenues at present and

proposed and customer classifications are also shown on this schedule.

The A-2 Schedule is a summary of results of operations tor the test year,

prior years, and a projected year at present rates and proposed rates.

Schedule A-3 contains LQSWC's capital stnlcture for the test year and the

two prior years .

Schedule A-4 contains plant construction, and plant-in-service for the test

year and prior years. The projected plant additions are also shown on this

schedule.

Schedule A~5 is the summary of LQSWC's changes in financial position

(cash flow) for the prior two years, the test year at present rates, and a projected

year at present and proposed rates.

The E Schedules are based on LQSWC's actual operating results, as

reported by LQSWC in annual reports filed with the Commission. The E-1

Schedule contains the comparative balance sheet data for the years 2007, 2008, and

2009 ending on June 30.

Schedule E-2, page l, contains the income statement for the years 2007,

2008, and 2009 ending on June 30.

Schedule E-3 contains the statements of changes in LQSWC's financial

position for the test year and the two prior years.

Schedule E-4 provides the changes in stockholder equity.

Schedule E-5 contains LQSWC's plant-in-service at the end of the test year,

and one year prior to the end of the test year.3 6
i
E
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Schedule E-7 contains operating statistics for the years ended 2007, 2008,

and 2009 ending on June 30.

Schedule E-8 contains the taxes charged to operations.

The accountarlt's notes to the f inancial statements and the Financial

assumptions used in preparing the rate filing schedules are shown on Schedules E-9

and F-4, respectively, in accordance with the Commission's standard tiling

requirements. LQSWC does not prepare audited financial statements.

Schedule F-1 contains the results of operations at the present rates (actual

and adjusted), and at proposed rates.

Schedule F-2 contains the summary of changes in financial position (cash

flow) for the prior two years, the test year at present rates, and a projected year at

present and proposed rates.

Schedule F-3 shows LQSWC's projected construction requirements for

2010_ 201 1. and 2012.

Schedule F-4 contains the assumptions used in developing the adjustments

and projections contained in die rate filing.

I

B. Rate Base (B Schedules).

Q14.  W OULD YOU EXPLAIN THE RATE BASE SCHEDULES,  W HICH ARE

LABELED As THE B SCHEDULES? I

A14. Yes. I will start with Schedule B-5, which is the working capital allowance. I used

the "tbrmula method" of computing the working capital allowance to reduce costs.

However, LQSWC is not requesting a working capital allowance.
I

Q15, WHY DIDN'T LQSWC PREPARE A LEAD-LAG STUDY AND USE THE

RESULTS OF THAT STUDY To COMPUTE WORKING CAPITAL?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

All. Because the costs to prepare a lead-lag study outweigh the benefits. By way of

illustration, in a recent case for Chaparral City Water Company (W-02113A-07-

7

|

i
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1

2

3

4

0551), the Residential Utility Consumer Office prepared a. lead-lag study and

computed a negative $111,000 of cash working capital. LQSWC is one-twentieth

the size in terms of the level of expenses. So, let's assume for argument's sake that

a lead-iag study would produce negative working capital of $5,500. If the negative

$5,500 were included in rate base, the impact on the revenue requirement would be

a negative $787 (-$5,500 times 8.79 percent return times the tax factor of L6286).

In the meantime, LQSWC would have incurred $5,000 to $10,000 just to have the

study prepared. Plus, depending on what components of expenses are included in

the calculation working capital, working capital could easily be positive, not

negative. In die meantime, LQSWC could incur more than $10,000 in additional

expense defending its working capital calculation. which increases rate case

expense. This is why I believe the costs far outweigh the benefits, and why I have

recommended and LQSWC has accepted seeking no working capital allowance.

Q16. THANK YOU. PLEASE CONTINUE.

A16. LQSWC did not tile Schedules B-3 and B~4. To limit issues in dispute and further

reduce rate case expense, LQSWC is requesting that its original cost rate base

l"ocRB") be used as its FVRB .

Q17. HAVE YOU PREPARED SCHEDULES SHOWING ADJUSTMENTS TO

LQSWC'S ORIGINAL COST RATE BASE?

All. Yes. Schedule B-2 shows adjustments to the OCRB cost rate base proposed by

LQSWC. Schedule B-2, pages 2 through 5, provides the supporting information.

These adjustments are, in summary:

B-2 adjustment number 1, as shown on Schedule 1B-2, page 2, adjusts plant-

in-service. There are two plant-in-service adjustments included in Adjustment l.

These are shown on Schedule B-2, page 3, and are labeled as adjustment "A" and

5
6
7
8
9

10
11

12
13

14
15
16
17 *
18
19
20
21
22
23
24
25
26 "Baa

8
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Q18. PLEASE CONTINUE.

Q19. DO THE PLANT AND ACCUMULATED DEPRECIATION SHOWN ON

B-2 REFLECT THE LAST COMMISSION RATE ORDER?

:
1

Adj vestment A of B-2 adjustment number I increases plant-in-service for test

2 year capitalized expenses. These costs are related to the repair and replacement of

3 pumping equipment,

4 Adjustment B of B-2 adjustment number 1 nets to zero and is merely a

5 reclassification of plant.

6

7 I AIG. Adjustment 2 shown on Schedule B-2, page 2, adjusts accumulated depreciation.

8 The details of the accumulated depreciation adjustment are shown on Schedule B-

9 2, page 4. There are two adjustments shown on this schedule and they are labeled

10 as adjustment "A" and "B".

11 Adjustment A of B-2 adjustment 2 resects the accumulated depreciation

12 related to capitalized test year expenses.

13 Adjustment B of B-2 adjustment 2 reflects the re-computed amounts per

14 LQSWC's B-2 plant schedule.

15

16

17 All. Yes. A reconciliation of the starting balances for plant-in-service in the instant

18 case is shown on Schedule B-2, page 3.8.

19 For accumulated depreciation, a reconciliation of the starting balances for

20 accumulated depreciation in the instant case is shown on Schedule B-2, page 3.9.

21 The plant shown on Schedule B-2 started with the plant-in-service balances

22 approved in Decision No. 67455 which established the starting values of plant-in-

23 service. Piant additions and retirements have been added to and deducted from

24 total plant shown on Schedule B-2, pages 3.1 to 3.6. Page 3.1 to 3.7of the schedule

25 also show the details for the accumulated depreciation through the end of the test

26 year using the half-year convention for depreciation.

9



l_llllllllll

Q20. WHAT DEPRECIATION RATES DID YOU EMPLOY?

Q21. THANK YOU. PLEASE CONTINUE.

Q22. HOW WAS THE PROPOSED "FAIR VALUE" RATE BASE SHOWN ON

A-1 DETERMINED?

1
C. Income Statement (C Schedules).

Q23. PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE PROPOSING To

THE INCOME STATEMENT AS sHown ON SCHEDULES C-1 AND C-2.

n

l

1 l
2 I A20. The same rates used in the last rate case decision.6 These are based on Staffs

3 typical and customary depreciation rates.

4

5 All. B-2 adjustment number 3, labeled as pa and 312), adjusts contributions in aid of

6 construction ("CIAC") and amortization for CIAC recorded since the since the

7 prior rate case. The detail of LQSWC's proposed CIAC adjustments can be found

8 on Schedule B-2, page 5 and 5.1 to 5.3 .

9

10

l l A22. As stated, the FVKB shown on Schedule A-1 is based on OCRB, with no

12 adjustment for the current values of LQSWC's plant and property.

13

14

is

16 A23. The following is a summary of adjustments shown on Schedule C-l :

17 Adjustment 1 annualize depreciation expense. The proposed depreciation

18 rate for each component of utility plant is shown on Schedule C-2, page 2. The

19 .. depreciation rates approved in LQSWC's last rate case were account specific rates .

20 LQSWC proposes to continue to use these rates.

21 Adjustment 2 increases the property taxes based on proposed revenues.

22 LQSWC has recognized the reduction in the assessment ratio contained in A.R.S.

23 §-42-15001, entitled "Assessed Valuation of Class One Property". By law, the

24 assessment ratio will be reduced through tax year 201 1 to 20 percent. LQSWC has

25

26 6 See Decision 67455 at I l

IO



Q24. HOW DID YOU COMPUTE THE PROPERTY TAXES AT PROPOSED

REVENUES PROPER RATE MAKING?

1 proposed a two-year reduction in the assessment ratio or a reduction from the 22

2 percent employed for the 2009 property tax year to 20 percent for 2011 property

3 tax year.

4

5 RATES?

6 A24. To determine full cash value, I used the method employed by the Arizona

7 Department of Revenue - Centrally Valued Properties ("ADOR" or "the

8 Department"). This method determines full cash value by using twice the average

9 of three years of revenue, plus an addition for CWIP and a deduction for the book

10 value of transportation equipment. In the instant case, I used two times the

l l adjusted revenues for the year ending June 30~ 2009, and one year of revenues at

12 proposed rates. The assessed value (20 percent of full cash value) was then

13 multiplied by the property tax rate to determine adjusted property tax expense.

14 I Q25. Is THIS CONSISTENT WITH PRIOR COMMISSION DECISIONS?

15 A25. Yes. See Chaparral City Wafer Company, Decision No. 68176 (September 30,

16 2005) at 13, Rio Rico Utilities Inc.,Decision No. 67279 (October 5, 2004), Bella

17 Vista Water Co., Inc., Decision No. 65350 (November 2, 2001).

18 Q26. [S TH]S SYNCHRONIZATION OF PROPERTY TAX EXPENSE WITH

19

20 i A26. Yes. Like income taxes, property taxes must be adjusted to ensure that the new

21 rates are sufficient to produce the revenue requirement. For this reason, the

22 Commission has repeatedly approved the use of proposed revenues to determine an

23 appropriate level of property tax expense to be recovered through rates.

24

25

26

Q27. PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE INCOME

STATEMENT ADJUSTMENTS.l
i I 1

1



A27. Adjustment 3 shows estimated rate case expense of $80,000 amortized over 3

years,or $26,667 annually.

Q28. HOW DID YOU ARRIVE AT THESE AMOUNTS?

A28. I estimated $80,000 for a LQSWC rate case based on my experience with rate

cases before the Commission, and that of LQS WCIs role case counsel.

Q29. PLEASE EXPLAIN WHY YOU REFER To THESE AMOUNTS AS

"ESTIMATES"?

A29. Because I can't see the future, I can only make some guesses based on my

experience. The specifics of who may intervene, what unique issues may come

into dispute, what kind of procedural problems we will encounter, and what else

will occur during the proceeding, I cannot predict, l know rate cases are lengthy

and'expensive, but I still have to start with an estimate. If things turn out more

complicated than anticipated, LQSWC will modify its request to account for that

increased expense. Conversely, if the case proceeds and rate case expense is lower

than expected, we would make an appropriate adjustment downward.

Q30. WHAT AMORTIZATION PERIOD ARE YOU RECOMMENDING?

A30. LQSWC proposes that rate case expense be recovered over three years because it

believes a three-year cycle for future rate cases is reasonable given this utility's

circumstances. The current rates for LQSWC were established approximately 5

years ago and LQSWC intends to file cases on a regular basis moving forward.

1 Q31.
I !

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

PLEASE CONTIN UE wiTH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS?

All. Adjustment 4 annualized revenues to the year-end number of customers. The

annualization of revenues is based on the number of customers at the end of the test

year, compared to the actual number of customers during each month of the test

year. Average revenues by month were computed for the test year. The average

1 l 12

I



revenues were then multiplied by the increase (or decrease) in number of customers

for each month of the test year.

Adjustment 5 annualized purchased power expense based on the additional

gallons sold from annuaiizing revenues to the year-end number of customers in

Adjustment 4, above, This adjustment is intended to match the additional expense

associated with the revenue annualization.

Adjustment 6 annualized chemicals expense based on the additional gallons

sold from annualizing revenues to the year-end number of customers in Adjustment

4, above. This adjustment is intended to match the additional expense associated

with the revenue annualization.

Adjustment 7 removes test year capitalized repair and maintenance costs

from materials and supplies.

Adjustment 8, labeled as ba, Sb, and 86, removes negative expense amounts .

Adjustment number 9- labeled as pa and 9b, removes other non-utility

income and expense to eliminate their impact on income taxes.

Adjustment 10 synchronizes interest expense with rate base.

Adjustment ll reflects income taxes on taxable income based on the tax rate

under proposed revenues.

D. Rate Design (H Schedules).

Q32. WHAT ARE LQSWC'S PRESENT RATES FOR WATER SERVICE?

1

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

l
I A32. LQSWC's present rates are:

MONTHLY SERV1CE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

I 1/2" Meters

$10.00

$22.40

$25.00

$55.00

13
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l

2

3

4

2" Meters

3" Meter

4" Meters

6" Meter

Standpipe

COMMODITY RATES

5/8" x 3/4" meters

$70.00

$125.00

$225.00

$350.00

$10.10

3/4" meters

i
|

1" meters

1-1/2" meters

2" meters

4" meters

meters

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Standpipe

0 to 4,000 gals

4,001 to 23,000 gals

Over 23,000 gals

0 to 4,000 gals

4,001 to 23,000 gals

Over 23,000 gals

0 to 40,000 gals

Over 40,000 gals

0 to 100,000 gals

Over 100,000 gals

0 to 150,000 gals

Over 150,000 gals

0 to 400,000 gals

Over 400,000 gals

0 to 400,000 gals

Over 400,000 gals

0 to 4,000 gals

4,001 to 23,000 gals

Over 23,000 gals

$0.95

$1.15

s 1.35

$0.95

$ 1.15

S 1.35

s 1.15

5 1.35

5 1.15

$1.35

s 1.15

$ 1.35

$ 1.15

85 1.35

s 1.15

$ 1.35

$0.95

5 1.15

3 1.35

14s



Arsenic Surcharge

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 l/2" Meters

2" Meters

3" Meter

4" Meters

6" Meter

Standpipe

$1 L37

$17.05

$28.42

$56.84

$90.94

$170.52

$284.20

$568.40

$11.37

Q33. WHAT ARE LQSWC'S PROPOSED RATES FOR WATER SERVICE?

l

I

s

A33. LQSWC's proposed rates are:

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meters

4" Meters

6" Meters

Standpipe

$20.00

$30.00

$50.00

$100.00

$160.00

$320.00

$500.00

$1,000.00

$20.20

|

i
4I

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

COMMODITY RATES

5/8" X %" Meters to 4,000 gals

4,001 to 10,000 gals

1 s 1.90

8 2.40

15



VJ' Meters

193 Meters

1 Meters%'=

2" Meters

3 " Meters

4" Meters

Over 10,000 gals

1 to 4000 gals

4,001 to 10,000 gals

Over 10,000 gals

1 to 25,000 gals

Over 25,000 gals

I to 50,000

Over 50,000

1 to 80,000

Over 80,000

1 to 160,000

Over 160,000

1 to 250,000

Over 250,000

1 to 500,0006" Meters

Over 500,000

Standpipe 0 to 4,000 gals

4,001 to 23,000 gals

Over 23.000 gals

$300

$190

$240

$300

$240

$300

$240

$300

s 2.40

8 3.00

$240

s 3.00

$240

$300

$240

$300

$190

$240

$300

Arsenic Surcharge Eliminated

1
2
3
4
5
6

7
8
9

10
11
12
13
to
15
16
17
18
19
20
21

22 I
23
24
25
26

Q34. WHAT METER SIZE ARE THE MAJORITY OF CUSTOMERS ON AND

WHAT WAS THE AVERAGE MONTHLY BILL DURING THE TEST

YEAR ?

16
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Q35. WHAT WILL BE THE AVERAGE 5/8 INCH CUSTOMER AVERAGE

MONTHLY BILL UNDER THE NEW RATES?

Q36. IS LQSWC'S RATE DESIGN A CONSERVATION ORIENTED RATE

DESIGN?

I.

1 A34. The largest customer class is the 5/8 inch residential class. As shown on Schedule

2 H-2> page 1, the average monthly bill under present rates for a 5/8 inch residential

3 customer using an average 10,768 gallons is $32.95.

4 .

5

6 I A35. As shown on Schedule H-2, page 2- the average monthly bill under proposed rates

7 for a 5/8 inch customer using an average i0.768 gallons is $44.30 -. a $11.35

8 increase over the present monthly bill or a 34.44 percent increase.

9

i t

i t A36. Yes, Inverted tier rate designs are conservation oriented. The smaller meters (5/8"

12 and 3/4") are on an inverted three-tier rate design and all other meter sizes and

classes are on an inverted two-tier design.13

114 Q37. is LQSWC PROPOSING To ELIMINATE THE ARSENIC COST

15 RECOVERY SURCHARGE?

16

17
18 Q38. is LQSWC PROPOSING A CHANGE IN THE OFF-SITE FACILITIES

HO0K-UP FEE (HUF)?

A37. Yes. For the reasons discussed earlier in my testimony, the Company proposes to

eliminate the arsenic cost recovery surcharge?

Q39. Is LQSWC PROPOSING To ELIMINATE ITS ARSENIC IMPACT HOOK-

UP FEE?

19

20 A38. Yes. The Company current off-site facilities hook-up fee is $250. The company

21 proposes offsite hook-up fees by meter size as shown on Schedule H-3, page 5.

22

23

24

25

26 7 The monthly arsenic cost recovery surcharge for a 5/8 inch metered customer is $11.37.

17

|
I
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; Q40. IS LQSWC PROPOSING ANY CHANGES TO ITS METER AND SERVICE

LINE INSTALLATION CHARGES?

Q41. is LQSWC PROPOSING ANY CHANGES TO MISCELLANEOUS

SERVICE CHARGES?

Q42. DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?

l

1 A39, Yes. The Company currently has an arsenic impact hook-up fee which it proposes

2 to eliminate. The Company proposes an off-site facilities hook-up fee in its place.

3

4

5 A40, Yes. As shown on Schedule H-3, page 4, LQSWC is proposing meter and service

6 line installation charges be based on typical costs as set forth in Staff Engineering

7 memo dated February 2 l . 2008.

8

9 .

10 I A4l. No.
ii l
12 I A42. Yes.
13

14

15

16

17

18

19 ..

20

21

22

23

24 .

25

26

18
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Las Quinoas Serenes Water Company
Test Year Ended June 30, 2009

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Schedule A-1
page 1
Witness: Bourassa

Fair Value Rale Sash S 2,1D9.537

Adjusted Operating Income 47,550

Current Rate of Return 2.25%

Required Operating Income $ 190,491

Required Rate of Ratum on Fair Value Rate Base 9.03%

Operating Income Deficiency $ 142.942

Gross Revenue Conversion Factor 'I .4239

Increase in Gross Revenue Revenue Requirement 203,525

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$
$

4B8,270
203.528
691 .799

41 55°/o
l

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Inc tease

ICustomer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 !nr:h

$ $ 455,388
4,988

31 ,177
20.436
28,437
30,888

571,213

5 12B,153
892

6,565
5,680

11 .393
11 ,651

164.334S ubtotai 5

327.234
4,095

24,612
14,756
17 044
19,237

406,9'/9 $ S
|

$ s $ 30¢055Standpipe
Fire Sprinkler

39.16%
21 .79%
26B7°/,
38.49%
66.84%
50.56%
40.38%
0.00%
0.00%

44.81 %
0.00%

44.49°/oS subtotal $

67,100
480

67,580 S

97,165
480

97.645 $ 3op65

Subtotal Revenues before Annualizatlon $ 474,558 s ` 668,958 s 194.400 40.96%_
i

Revenue Ann utilization
Miscellaneous Revenues
Reconciling Amount H-t mo C-1
Total of Water Revenues $

6,999
6.775

(65)
488,270 S

1 5,804
6.778

257
691 ~797 $

322
203.528- l l - .

8,806
4

125.82%
0.00%

-495.38%
4168%

Line

n g
1
2

3
4
5

5
7

8
9
10
11
12
13
14
15
16
17
be
19
20
21

22
23
24
25
26

27

28
29
30
31
32
33

34
35

36
37
38
39
40
41
42

43
44
45
be
47
48
49

SUPPORTING SCHEDULES:
B-1
C-1
C-3
H,-l



Las Qulntas Serer as Water Company
Test Year Ended June 30, 2009

Summary of Results of Operations

Exhibit
Schedule A~2
Page 1
Witness: Bourassa

Descriptlcn
Gross Revenues

Prqieciegi Year
Test Year Present proposed

Prior Years Ended Actual Adjusted Rates Rates
B/30/2007 6/3012008 6/30/2009 5130/2009 6130/2010 613D/2010

$ 470,899 s 499.592 s 481 272 S 488.270 $ 488,270 s 691 ,799

Revenue Deductions and
Operating Expenses

295.569 347281 373.406 440.721 4-40_721 501.308

Operating Income 5 175.330 $ 152,311 s 107,866 $ 47,550 s 47,550 s 190,491

Other income and
Deductions

6,726 14.854 46,732

Interest Expense (7,350) (1 D3,23T) (103 .2371 (103,237)

MEL
1
2
3
4
5
6
7
8
g

10
11
Hz
13 Net Income s 182,055 $ 159.815 s

(67,699)

B6,899 $ (55,687) s 87,254

common Shares 255 255 255 255

(55,587) 5

255 255

Earned Per Average
Comm on Share 71 3.95 626,72 340.78 [218.38) (218.38) 342.17

'Dividends Per
Common Share

Payout Ratio

Return on Average
Invested Capital 17.21% 1 106% 3.65% -3.12% -3.21% 5. 04°/0

Return on Year End
Capita! 15.01% 9.12% 2.89% .3,12% -3.31 °/u 5.19%

Return on Average
Common Equity 50.89% 27.26% 11.96% -8.49% -8.47% 9.22%

Return on Year End
Common Equity 37.26% 23.35% 1'L29% -8.86% -10.21% 7. 76%

Times Bond Interest Earned
Before Income Taxes 27.01 2.10 0.23 0.23 220

Times Total Interest and
Preferred Dividends Earned
After Income Taxes 22.74 2 2 8 1 .48 1 .48 1.85

4
z

14
15
16
17
18
19
2D
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48

SUPPORT_ING SCHEDULES
c- 1
E~2
F-1

II
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Las Qulntas Serer as Water Company
Test Year Ended June 30, 2009
Summary of Capital Structure

Exhibit
Schedule A-3
Page 1
Witness: Bourassa

Line
No . Prior Years Ended

6/30/2007 6/30/2008

Test
Year

6/30/2009

Projected
Year

6/3012010Description:

0Short-tem Debt $ $ $ $

Long-Tenm Debt s U s 464,793 S 1,723,869 $ 1 ,556,509

Total Debt $ $ 454,793 $ 1,723,869 $ 1 .ee6_509

a asPreferred Stock

Common Equity 4345517 4,971,845 601,011 1,124,259

Total Capital & Debt $ 4,345,617 S 5,436,538 $ 2,324,880 $ 21790,768

Capitalization Ratios:

Short-term Debt

Long-Term Debt DDD"/0 8.55% 74.15% 59.72%

Total Debt 0.00% 8.55% 74.15% 59.72%

Preferred Stock

Common Equity 100.00% 91 .45% 25.85% 40.28%

|

Total Capital 10000% 1 00.00% 100.00% 100.00%

5
Weighted Cost of
Short-Term Debt 0.00% 000% 0.00% 0.00%

Weighted Cost of
Long-Term Debt 000% 0.56% 469°/o 3.94%

Weighted cost of
Senior Capital 0.00% 0.56% 4.89% 3.94%

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
t o
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44

SUPPORTING SCHEDULES:
E-1
D-1

l
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Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Construction Expenditures
and Gross Utility Plant in Service

Exhibit
Schedule A-4
Page 1
Witness; Bourassa

Construction
Expenditures

Ne( Plant
Placed

in
Service

Gross
Utility
Plant

in Service

Prior year Ended 6/30/2007 147,280 2,996 1 ,449,688

Prior Year Ended 6/30/2008 415,750 382 1 ,45D,070

Test Year Ended 06/30/2009 1.571.758 2,345,991 3,797,061

Protected Year Ended 06/30/2010 16.200 16,200 3,813,261

Line

M L
1
4
5
6
7
B
9

10
11
12
13
14
15
16
17
18
19
20

au PPORTING SCHEDULES:
B-2
E-5
F-3

1
|



Las Qulntas Serenes Water company
Tesl Year Ended June so, 2009

Summary Statements of Cash Flannels

Exhi be
Schedule A-5
Page 1
Wilnessi BourassaLine

m*
Prior
Year

E need
6/3012007

Price
Year

Ended
6/30/2008

Test
Year

Ended
6130/2 D09

Projected Year
Present Proposed
Rates Rates

6/3012010 6/30/2010

5 172 582 s 159.B23 s 84,955 s (55,687) s 57254

10 197 40,751 117_585 11?_585

85,273 35529

3.a17
(8.467)
4.478

(8,957) (40855) 1 57

4.555
(409)

(551)
e t

111

s

(2,059)
40.527

(68,490)
(8,950)

22B_1 39 s

(4,885)
oh?

(21 _131)
(31 _ss 11
138.599 s

<51027)
(54.1s9)
21,131
19,349
$8,395 s 61,899 s 204,840

(147,280) (415.75D) [1571_758) (18,200) (18,200)

s
42,454

(104,826) s
_ _ ;8.s07)
(424,057) s

(36,175)
[1,SD7_933) s (15,200) s (16,200)

(Se, 174) (36,174)
(82,862)
58,225

(13,901)
13,900

484,753

(40,175)
35,352

1,259,075 (28,688) (28,680)

s 1,255,253
(286,285)
331,220

$

1

2

3

4

5 Cash Flows from Operating Activities
6 Net Income
7 Adjustments to reconcile net income to net men
B provided by operating activities:
9 Depreeaticn and Amortization

10 Provision for Doubtful Accounts
11 Other
12 Changes in Certain Assets and Liabilities:
13 Accounts Receivable
14 Accounts Reeeivehle. Other
15 MeteNais and Supplies Inventory
16 Prepaid Expenses
17 Acoou ms Payable
18 Intercompany payable
19 Customer Deposits
20 Taxes Payable
21 Deterred Income Taxes
22 Other assets Ana liabilities
23 Net Cash Flow provided by Operating Activities
24 Cash Flow From Investing Activities:
25 Capital Expenditures
26 Plant Held for Future Use
27 Changes in Short-term Investments
CB Net Cash Flows from investing Activities
29 Cash Flow From Financing Activities
3D Change In Restricted Cash
31 Net Receipts of Advarlees-in-Aid of Ccrrtruction
32 Net Receipts up Contributions-in-Aid of Contraction
33 Repayments of Long-Term Debt
34 Dividends Paid
as Deferred Finendng Costs
36 stock/paid in Capital
37 Net Cash Flows Provided by Financing Activities
38 lrlcrease(decrease) in Cash and Cash Equivalents
39 Cash and Cash Equivalents at Beginning of Year
40 Cash and Cash Equivalents at End d Year

41
42

_s

(16,537) 5
104.675
47.210

151586 s

464,792 $
179334
151885
331,220 s 44.935 s

6s4as4) $
(19,156)
44.935
25,780 s

(64,554)
123,786
44,935

168,721

E
l
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Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Summary of Rate Base

Exhibit
Schedule B-1
Page 1
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 3.828.584
1.07l/,428

s 3,825,584
1 ,077,428

Line

m
1
2
3
4
5
6

Net Utility Plant in Service s 2.751.156 3 2,751,156

372323 372,323

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction 333,555 333,555

Accumulated Amortization of GIAC (83,901) (83,901 )

19.841 19,641

7
B

9
10

11
12
13

14
15

16
17
18
19

20
21

22

Customer Meter Deposits
Defered Income Taxes a Credits

Plus:

Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

23
24
25
26
27
28
29
30
31

Total Rate Base $ 2.109.537_ $ 2,109,537

32
33
34
35
36
37
38

SUPPORTING SCHEDULES;
B-2
B-3
B-5
E~1

RECAP SCHEDULES:
A-1

;

4
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Las Quinoas Serenes Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base proforma Adjustments

Exhibil
Schedule B-2
Page 1
Witness: Bourassa

"\
Line
N i

Actual
at

End of
Test Year

Proforma
Adjustment i

Amognl

Adjusted
at end

of
Test Year

Gross Utility
Plant in Sewioe s 3,7974061 31 .523 $ 3,828,584

Less:
Accumulated
Depreciation 1,018.223 59,205 1,077,428

Net Utility Plant
in Service 35 2,778,538 $ 2.751.156

Less:
Advances in Aid of

Construction 372,323 372,323

Contributions in Aid of
Construction 333,555 333,555

Accumulated Amory of CIAC (193.15') 109,250 (83,901)

19,641 19,641Customer Meter Deposits
Deferred income Taxes gr Credits P

I|

Plus:
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capita!

Total $ 2,246,470 $ 2.1095378
8

1
2
3
4
5

6
7

8
9
10

'It
12
13
14
15
16

17
1 8

1 g

t o
21

22
23

24
25
26

27
28

29
30
31
32
33

34
35

36
37

38

39
40

41
42

43
44
45

46
47
48

SUPPORTING SCHEDULES:
Ei-2. pages 2
E-1

REC_AP SCHEDULES:
B-1

I
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Las Quintus Serenes Water Com party
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment 3

Exhibit
Schedule B-2
Page 5
Witness; Bourassa

Line
M L

1
2
3
4

CIAC and Accumulated Amortization

Computed balance at 6/30/2009

Gross CIAC

$ 333.555

Acc um. Amort.

$ 83,901

Book balance a\ 6/30/2009 $ 333,555 $ 193.151

Increase (decrease) $ $ (109250)

$ $ 109,250
Cb

Adjustment to CIAC
Label pa

SUPPORTING SCHEDULES
B-2, page 6.1 to 6.3

5
6
7
B
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
25
27
28
29
30
31
32
33
34
35
36

|
I
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Las Quintal Serer as Water Company
Test Year Ended June 30, 2009
Computation of Working Capital

Exhibit
Schedule B-5
Page 1
\Maness; Bourassa

Line
M L

1
2
3

55 30,770
3,104

4

Cash Working Capital (1/8 of AIIowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Materials and Supplies
Prepaids

4,220
1 .583

Total Working Capital Allowance $ 39,677

Working Capital Requested $

SUPPORTING SCHEDULES:
E-1

RECAP SCHEDULES:
B-1

Cash Working Capital Detail

Adjusted
T_gst Year Results

$ 440.721

(23,603)
26,078

117.586

1
|

E

5
6
7
8
9

10
11
12
13
14
15
16
17
CB
19
20
21
22
23
24
25
26
27
28
29
30
31

Total Operating Expense
Less:
Income Tax
Property Tax
Depreciation
Purchased Water
Pumping Power
Allowable Expenses
1/8 of allowable expenses

s
$

74,502
246,158
30,770

.
r
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Las Quintal Serenes Water Company
Test Year Ended June 30. 2009

Income Statement

Exhibit
Schedule C-1
Page 1
Witness: Bourassa

Test Year
Book

Results Label Adjustment

Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

$ 474,494 4 $ 6,999 $ 481,492 s 203,528 s 685,021
Revenues

Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

s
6,778

481 ,272 s 6,999 s
6,778

488,270 s  203-523  s
6.778

691 ,799

5 150.775 s 150.775 $ 158,775

5 2.246 74.502
4,217

765
21,840

74.502
4,217

765
21 ,840

6
7
So
Cb

23
(31 ,523)

2,908
295

72,256
4 .217

742
53,363
(2,908)

(295)
6,568
7,408

6,568
7,408

6.568
7,408

11,874
7,012
2,825

11,B74
7,012

2.825

1 1,874
7,012
2,825

4

3 26,657 25,667
6,t77

31
117,586

28.667
6, 177

31
117,5861

ac
2
11

$
$

6,177
31

3.817
(1 ,320)
16.497
34,388

373,406
10'/l.B66

$
$

113,759
1,320
9,581

(57,972)
67,315 $

(60,315) s

26.078
(23,503)
440,721
47,550

$
$

60,587
60,587

142.942
$
$

26,078
36,983

501,308
190,491

Operating Expenses
Salaries and wages
Purchased Water
Pufchasee Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Services- Legal
Outside Services- Other
Water Testing
Equipment Rental
Rents
Transportation Expenses
insurance - General Liability
insurance - Health and Life
Reg. Cvrrim. Exp.
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debi Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
income Tax

Total operating Expenses
Operating Income
Other lnrzome Expense)

lf1t91'55{ Income
Other income (loss)
Interest Expense
Other Expense

46,732
(672699)

[1 ,913)

Qa

10

Cb

(46,732)
(35,538)

1.913
(108,237) (103237)

Total Other Income (Expense)
Net Profit (Loss)

s
$

(22,881)
84,985

s
.3

{80,356) $
(140,672) $

(103,237) 55
(55,687)  $ 142,942

s
$

(103,237)
B7,254

Line

MQ.
1
2
3
4

5
6
7

8
9

10
11
12
13

14
15
16
17
18
19
20
21

22
23
24
25

26
27

pa
29
30
31
32
33
34
35
SG
37
38
39

40
41
42
43

s UPPORT1NG SCHEDULES:
C-2
E-2

RECAP SCHEDULES:
A-1

[
F

I

I
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Las Quintal Serer as Water Company
Test Year Ended June 30, 2009

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Schedule C-2
Page 2
Witness: Bourassa

Line

.Fifi
Depreciation Expense

AccL

Adjusted
Original

Cost
Proposed

Rates
Depreciation

ExpenseNo.

217
12.229 407

809,094 10,293

119,815
1,740

2,162,694

14.977
. 58
72\018

99,896 2,218

924,616
2.427

101,418

18,492
81

8,448

1,137 76

28,306 1,888

23,292

2,592 130

317
1

301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
330

330.1
330.2
331
333
334
335
336
33g
340

340. 1
341
342
343
344
345
346
347
348

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other plant and Misc. Equip.
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

3,165
4,424

0.00%
0.00%
0.00%
3.33%
2.60%
2.50%
3.33%
6.57%
2.00%
5.00%

12.50%
3.33%
3.33%

20.00%
2.22%
2.22%
5.00%
2.00%
3.33%
B.33%
2.00%
6.67%
6.67%
5.67%

20.00%
20.00%
4.00%
5.00%

10.00%
5.00%

10.00%
10.00%
10.00%

TOTALS $ 3,797,062 $ 129,401

Less: Amortization of Contributions $ 333,555 3.5423% $ (11,816)

Total Depreciation Expense $ 117,586

Test Year Depreciation Expense 3,817

i
Increase (decrease) in Depreciation Expense 113,769

Aaiustmentto Revenues and/or Expenses $ 173,759

1

2

3
4

5

6
7

B

9
10

11

12

13
14

15

to
17

18

19
20

21
22

23

24

25

26
27

28

29

30

31

32

33
34

35

36

37
38

39

40
41

42
43

44

45

45

47

48
49

50

51
52

53
54

55
56

SUPPORTING SCHEDULE
B-2, page 3
B-2, page 6

* Fully Depreciated
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Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Ad]us1ment Number 2

Exhibit
Schedule C-2
page 3
Witness: Bourassa

Prgperlv Taxes:

s 488,270
488,270
691 ,799
555,1 13

1 .112,226
$
$

$

Adjusted Revenues in year ended 6/30/09
Adjusted Revenues in year ended 6/30/09
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Add:
Construction Work in Process at 10%
Deduct:
Book Value of Transportation Equipment 23,292

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

s 1 ,08B.934
21%

228,578
1 1.4039%

Property Tax
Plus: Tax on Parcels

25,078
0

sTotal Property Tax at Proposed Rates
Progeny Taxes recorded during the test year
Change in Property Taxes $

26.078
16,497

9.581

Adjustments Revenues and/or Expenses $ 9.581

Line
No
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
15
17
18
19
20
21
22
23

24
25
CB

27
28

I
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Las Quintus serenes Water Company
Test Year Ended June ED, 2009

ADJUSTMENTS TO REVENUES ANDIOR EXPENSES
Adjustment Number 3

Exhibit
Schedule C-2
Page 4
V\Mness: Bourassa

Estimated Rate Case Expense s 80,000

$.
80,000Rate Case Expense

Estimated Amortization Period (in Years) 3.0

s 26.657

s

s 28,657

Line

NO
1 Rate Case Expense
z
3
4
5
S
7
B
9 Annual Rate Case Expense

10
11 Test year Rate Case Expense
12
13 Increase(decrease) Rate Case Expense

14
15 Adjustment Io Revenue and/of Expense

16
17

18
19
20
21
22
23
24

$ 26,557

:



Las Quintal Serenes Water Company
Test Year Ended June 38, 2009

Adjustment to Revenues and Expenses
Adjustment number 4

Exhibit
Schedule C-2
Page 5
Witness: Bourassa

Line
N ;

Revenue Annualizatiqn

Revenue Anr\ua!ization $ 6,999

Trial Revenue from Annualizaiion $ 6,999

Adjustment to Revenue and/or Expense s 6,999

SUPPORTING SCHEDULES
C-2 pages 5.1 lo 5.7
H-1

1

2

3

4

5

5

7

8

g

10

11

12

13

14

15

16

17
18
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Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Adjustment Io Revenues and Expenses
Adjustment Number 5

Exhibit
Schedule C-2
page 6
Wtness: Bourassa

Annualize Purchase Power Expense

Test year Purchased Power Expense S 72.256

$ 72.256Total Adjusted Purchased power Expense

Gallon Sold during Test Year (in 1_000's) 154.233

Cost per 1 ,ODD gallons $ 0.47

Additional Gallons from Revenue Annualization (in 1,000's) 4,779

Increase (decrease) in Purchased Power 5 2,246

Line

8 4
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
CB
19
20
21

Adjustment to Revenue and/or Expense $ 2,246

I
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Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Adjustment Number 5

Exhlbit
Schedule C-2
Page 7
Vwtnessr Bourassa

Annualize Qhejniqais Expense

Tea! year Chemicals Expense $ 742

Gallon Sold during Test Year (in 1,DDO's) 154,233

Cost per 1,000 gallons s 0.0048

Additional Gallons from Revenue Annualization 4.779

Line

MY
1
2
3
4
5
6
7
B
g
10
11
12
13
14

15
i s
17
18
19
20

Adjustment to Revenue and/or Expense

Increase (decrease) in Purchased Power

$

$ 23

23
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Las Quintal Serenes Water Company
Test Year Ended June 30. 2009

Adjustment to Revenues and Expenses
Adjustment Number 7

Exhibit
Schedule C-2
Page 8
Witness: Bourassa

Remove Capitalized Exoensea

Gilbert Pump - Bowl assembly replaoemenVBaiL purge,dip!Bake so hp motor s (31 ,523)

Increase (decrease) Ir: Materials and Supplies s (31 ,523)

Line

M
1
2
3
4
5
B
7
B
9
KG
11

12
13
14
i s
16
17
18
19
20

Adjustment lo Revenue and/or Expense $ (31 ,523)

I

I

z
n

|

I
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Las Quintal Serenes Water Company
Test Year Ended June to. zoos

Adjustment to Revenues and Expenses
Adjustment Number 8

Exhihfi
Schedule C-2
Page 9
Witness: Bourassa

Rqrnove negative expenses

Outside Services
Outside Services- Legai
Taxes Other Than Income

$ 2,908
295

1 ,320

Label
Ba
Cb
Be

Line

M
1
2
3
4
5
s
7
8
9
10
11
12

13
14
i s
l a
17
18
19
20

Adjustment to Revenue andlor Expense $ 4,522*

:
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Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Adjustrneni to Revenues and Expenses
Adjustment Number 9

Exhibit
Schedule C-2
Page 11
V\Atrless7 Bourassa

Remove Other nonce/Exoense lo ettminate impact on income laxes

Tesl Year Other Income s (45,732)
Label

8a

Test Year Outer Expense 1 ,913 C b

Line

M
1
2
3
4
5
6
7
8
9

10
11
12

13
14
15
'15
17
18
19
Eu

Adjustment ro Revenue andlor Expense $ (44,818)

|

1
I

I

:
; i



Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Adjustment Number 'ID

Exhibit
Schedule C-2
Page 11
Witness: Bourassa

Line
No.
'l lnteresi Svnchronizaiion

5Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

2,109.537
4.89%

$ 103,237

Test Year \interest Expense s 67,699

Increase (decrease) in Interest Expense 35,538

Adjustment to Revenue and/or Expense $ (35.53

Weir hied Cost of Debt Commutation

2
3
4
5
8
7
8
9
10
11
12
13
14

15
CB
17
18
19
20
21
22
23
24

DO Dr

Equlty

Toiai

s

$

s

Amount

1,723,869

601 .01 1

2,324,830

Percent

74. 15%

25.85%

1 DD0D°/o

Cost

6.60%

16.00%

weighted

Cost

489%

4 . 1 4 °/a

9.03%

3



Las Quintal Serenes Water Company
Test Year Ended June 30. 2009

Adjustment to Revenues and!or Expenses
Adjustment Number 11

Exhibit
Schedule C-2
Page 12
Witness: Bourassa

Line

M
1 Income Tax Computation
2

Adjusted
with Rate
increase

Taxable Income $ (79,291 ) $ 124,238

Taxable Income s (79,291 ) $ 124,238

Income Before Taxes $ 124,238

Arizona Income Before Taxes $ 124.225

$ 8,557
6.97%

Less Arizona Income Tax
Rate :
Arizona Taxable Income $ 115.581

Arizona Income Taxes $ 8.657

Federal Income Before Taxes s 124,238

I
l

Less Arizona Income Taxes $ 8,557

Federal Taxable Income $ 115,581

FEDERAL INCOME TAXES:
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

$
S
$
s
s

7,500
6,250
8,500 Federal
6,077 Effective

.. Tax
Rate

s 2280%Federal Income Taxes 28,327
l

Total Income Tax 36,983

Overall Tax Rate 29.77%

3
4
5
6
7

8
9

10
11
12
13

14
15
16
17
18
19
20
21
22

23
24
25
CB
27

28
29
30
31
32

33
34

35
36
37
38

39
40
41

42
43

44
45
46

Income Tax at Proposed Rates Effective Rate $ (23 ,603)
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Las Quintal Serer as Water Company
Test Year Ended June 30, 2009

Computation of Gross Revenue Conversion Faster

Exhibit
Schedule C-3
Page '}
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Re-venues
22.80%

State Income Taxes 6.97%

Other Taxes and Expenses 0.00%

Total Tax Percentage 29,'/7%

Operating Income % = 100% - Tax percentage 70.23%

Gross Revenue Conversion Factor I1
Operating Income % 1.4239

Line

8_9
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
15
17
18
19
2D

SUPPORTING SCHEDULES: RECAP SCHEDULES:
A-1

i I



Las Qulntzs Serenes Water Company
Test Year Ended June 30, 2009

Comparative Income Statements

Exhibit
Schedule E-2
Page 1
Witness: Bourassa

Line

M
1

Test
Year

Ended

S/30/2009

Prior
Year

Ended

6/30/200B

Prior

Year
Ended

6/30/2007

5 474,494 $ 487.852 $ 401,754
Revenues

Metered Water Revenues
Unmetered Water Revenues
Olher Water Revenues

Total Revenues
Operating Expenses

s
6,778

481.272 $

11 ,740
499.592 $

69,145
470,899

$ 150,775 86 159,652 $ 1 34537

72,256
4.217

742
53,363
(2,908)

(295)
5,568
7,408

46,326
2,407

11.874
7,012
2,825

17,227
(16,015)
(13,764)
(1290)
1,895

73
11,535
7,732
2,814

37,353
3.300

49
23,366
(16,660)
(3.034)
3,868
3.650

49
11,251
5,873
2,446

Salaries and Wages
Purchased Water
Purchased Power
Fuel For Power Production
Chemicals
Materials and Supplies
Outside Services- Engineering
Outside Sewioes- Legal
Outside Services- Other
Water Testing
Equipment Rama]
Rent.; - Building and Equipment
Transportation Expenses
Insurance - General Liability
insurance - Vehicle
Reg. Comm. Exp. - other
Reg. Comm.Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
Income Tax

5.177
31

3.8w
(1 ,320)
16,497
34,368

12,620
34

40,751
13,514
15,434
48,228

3.273
10, 1 97
10.211
19,107
45,733

$
$

373,406
107,865

s
$

347,281
152,311

$
s

295,569
175,330

46,732
(67,699)
(1813)

B
14,854
(7,350)

6,726

Total Operating Expenses
Operating Income
Other Income (Expense)

lnlerest Income
Other income (loss)
Interest Expense
Other Expense (9,494)

Total Gther Income (Expense)
Net profit (Loss)

s
$

(22,881) $
84.985 $

7,512 $
159,823 s

(2,767)
172.562

2

3

4

5

s
7

8

g
10

11

12

13

14

15

15

17

18

19

2D

21

22

23

24

25

26

27

2a

29

30

31

32

33

34

35

36

37

38

39

40

41

42

43

44 SUPPORTING SCHEDULES: RECAP SCH EDULESI
A-245

46
47
48
49
50
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Las Qulnras Serenes Water company
Test Year Ended June 30, 2009

Comparative Statements of Cash Flows

Exhibit
Schedule E-3
Page 1
Witness; Bourassa

Test
Year

Ended
6/3012009

Prior
Yea r

Ended
6/30/2008

Poor
Year

Ended
6/30/2007

$ 84.985 $ 159.823 $ 172.562

48,751 10.1973.817
(8,467)
4.478 35,629 85273

157 (40.835) (5,057)

111 (551)
52

4.555
(409)

(2,059)
40,527

(68,490)
(8,960)

225.139

/

$

(5,027)
(54,139)
21 .131
198349
66,395 s

(4,855)
1,097

(21 ,131)
(31 .351)

138.599 $

(1,571.75B) (415.750) (147,280)

s

@6,175>
('1,607,93§)_ s

LB_,307)
(424057) $

42,454
(104,826)

(4D,175)
36.352

1.259.076

(13,901)
13.900

464,793

(82,862)
65225

s s (16,637l
104,676

4 7 2 1 i
151.886

Cash Flows from Operating Activities
not income
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and Amortization
Adjustments to Depreciation and Amortization
Other
Changes in Certain Assets and Liabilities;

Accounts Receivable
Accounts Receivable. Other
Materials and Supplies Inventory
Prepaid Expenses
Accounts Payable
intercompany payable
Customer Meter Deposits
Taxes payable
Deferred Income Taxes
Other assets and liabilities

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities:

Capital Expenditures
Plant Held for Future Use
Change in Short~term Investments

net Cash Flows from Investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Net Receipts M Advances-in-Aid of Construction
Net Receipts of Contributions-in-Aid of Corltruction
Net Proceeds From Long-Term Debt
Dividends Paid
Deferred Financing Costs
Stock/paid in Capital

net Cash Flows Provided by Financing Activities
lncreasetdecreaset in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year $

1,255.253__ $
(258,285)
331 .220
44,935 $

464.792
179.334
'151 ,8B6
331 .220 s

Line

1
2
3
4
5
6
75'

g
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25
26
27
28
29

30
31
32
33
34
35
36
37
38

39
40
41

SUPPOE<TrNG SCHEDULES: RECAP SCHEDULES:
A-5

i



Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Statement of Changes in S1or:kholder's Equity

Exhibit
Schedule E-4
Page t
Witness; Bourassa

Common
s t k Paid-In-Capital

Retained
Earnings Total

Line

1
2
3
4 s 2,550 $ 5,180 5 222,040 $ 229,770

86,274 86.274

S 2,550 s 5,180 s
172,562
480,876 $

172,552
488,606

35,628 35,628

$ 2,550 $ 5,180 s
159,823
576,327 $

159,823
684,057

424 424

Balance, June so, 2006
Addnl Paid in Capital
Prior Yr Adjustment
Dividends
Net Income
Balance, June 30, 2007
Addnl Paid In Capital
Prior Yr Adjustment
Dividends
Net Income
Balance, June 30, 2008
Addnl Paid in Capital
Prior Yr Adjustment
Dividends
Net income
Balance, June 30, 2009 $ 2,550 $ 5,180 $

84,985
761 ,736 s

84,985
769,466

5
6
7
8
g

10
11
12
13
14
15
16
17
18
19

20
21
22
23
24
25
26 SUPPORTiNG SCHEDULES: RECAP SCHEDULES:
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Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Detail of Plant in Service

Exhibit
Schedule E-5
Page 1
Witness: Bourassa

Acct.
No. PIano Description

Plant
Balance

at
6/30/2008

Plant
Additions,
Reclass-

ications or
or

Retirements

Plant
Balance

at
els0uzoos

$ $ $

217
12,229

217
12,229

143,963 165,131 309,094

119,815
1,740

31 ,522
0

2462.694

151,338
1 ,740

2,162.694
-

99,896 0 99,896

20,918903.598
2,427

101 ,418 0

924,616
2.427

101,418

1.137 1.137
-

26.483 1,823 28,306

25,792 (3,500) 23,292

2,592 2,592

7,663

301
302
303
304
305
305
307
308
309
310
311
320

320 . 1
320.2
330

330. 1
330.2
331
333
334
335
335
33g
340

340.1
341
342
343
344
345
346
347
348

(4,498)
4,424

3,165
4,424

Organization Cos!
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res.
Lake River and Other Intakes
Wells and Springs
infiltration Galleries anti Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Equipment
Chemical  Solut ion Feeders
Distribution Reservoirs bi Standpipe
Storage tanks
Pressure Tanks
Transmission and Distribution Mains
Services
Meters
Hydrants
Backflow prevention Devices
Other plant and Miscellaneous Equipment
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant
Rounding

TOTAL WATER PLANT s 1,450,070 $ 2,378,515 $ 3,828,585

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
CB

37
38
39
KG
41

SUPPORTING SCHEDULES RECAP SCHEDULES:
A-4
E-1



Las Quintal Serenes Water Company
Tesl Year Ended June 30, 2009

Operating Statistics

Exhibit
Sohedufe E-7
Page 1
Witness; Bourassa

Test
Year

Er1d€d
6/30/2009

Prior
Year

Ended
6/30/2008

Prior
Year

Ended
5/30/2007

WATFR $TATISTICS1

Total Gabions Sold (in Thousands) 154.233 164.489 169.452

Water Revenues from Customers $ 481272 $ 499.592 s 470,899

Year End Number of Customers 1,023 1.914 1,021

Annual Gallons (in Thousands)
Sold Per Year End Customer 151 152 166

Annual Revenue per Year End Customer s 47045 S 492.69 $ 461.21

0 4685 02815 0 2204

Line

M
1
2
3
4
5

B
7
8
9
10
11
12
13
14
15
15
17
18
19
20
21
22
23
24
25

Pumping Cost Per 1,000 Gallons
Purchased Water Cost per woo Gallons

s
$

s
s

$
$

I



Las Quintus Serenes Water Company
Test Year Ended June 30, 2009
Taxes Charged to Operations

Exhibit
Schedule E-8
Page 1
Witness: Bourassa

Line
No,

Test
Year

Ended
6/30/2009

Prior
Yea r

Ended
6/30/2008

Prior
Year

Ended
6/3012007

Description

$ 34,368 $ $32.418
13,805
13.514
15,434

Federal Income Taxes*
State Income Taxes*
Payroll Taxes
pro party Taxes

(1,320)
16,497

31,107
14,626
10,211
19,107

Totals $ 49,545 $ 75,171 s 75,050

1
2

3
4
5
5
7

8

9
10

11
12
13

14

*Computed
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Las Qulntas Serenes Water Company
Test Year Ended June 30, 2009
Notes To Financial Statements

Exhibit
Schedule E-9
Page 1
Witness: Bourassa

Company does not conduct independent audits
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Las Quintas Serenes Water Company
Test Year Ended June 30, 2009

Projected Income Statements - Present a Proposed Rates

Exhibit
Schedule FT
Page 1
Witness; Bourassa

Test Yea r
Actual
Results

A! Present
Rates
Year

Ended
6/30/2010

At Proposed
Rates
Year

Ended
6/30/201 o

$ 474,494 $ 481,492 $ 685,021
Revenues

Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$

6,778
481.272 s

6.778
488,270 $

6,778
691 .799

Operating Expenses
150,775 $ 150,775al 150\775 $

Line
LLL
1
2
3
4
5
6
7
8
g

10
11

74,502
4,217

765
21,840

74,502
4.217

765
21,840

72,256
4.217

742
53.363
(2,908)

(295)
6,568
7,408

6,568
7,408

6,568
7,408

11,874
7.012
2.825

11,874
7.012
2,825

1 1 .874
7.012
2.825

26,657
5,177

31
1 17,586

26,667
6,177

31
117.585 i

I

Salaries and Wages
Purchased Water
Purchased Power
Fuel For Power Production
Chemicals
Materials and Supplies
Outside Services
Outside Services- Other
Outside Services- Legal
Water Testing
Equipment Rental
Rents - Building
Transportation Expenses
lnsuranoe - General Liability
Insurance - Vehicle
Reg. Comm. Exp. - Other
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

6.177
at

3,817
(1 ,320)
16,497
34,365

26.078
(23.603)

26,078
36,983

S
$

373,406
107,866

5
$

440,721
47,550

s
$

501,308
190,491

46,732
(67,599)

(1 .9th)
(t03,237) (103,237)

12
13
14
15
16
17
18
l g
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
35
37
38
39
40

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

$
$

(22,881) $
B4,985 $

(103,237) $
{55.687) $

(103,237)
87,254

41

i

I
1
I
I



Las Quinoas Serenes Water Company
Test Year Ended June 30, 2009

Projected Statements of Changes in Financial Position
Present and Proposed Rates

Exhibit
Schedule F-2
Page 1
Witness: Bourassa

Line
No.

AL Present
Rates
Year

Ended
6/30/2m0

At Proposed
Rates
Year

Ended
6/30/201 0

Test Year
Ended

G/30/2009

s 84,985 s (55,687) $ 87,254

3.817
(8,467)
4.478

117,586 117.586

157

111

s

(5,027)
(54,139)
21 ,131
19,349
55,395 $ 61.899 $ 204,840.

(1_571,758) (16,200) (16,200)

$
(36,175)

(1,507.933) s (16200) s

(as, 174)

{1G_200l,l

(36,174)
(40.175)
36,352

1,259,076 (28,680) (28,680)

$ $ (64,854) $
(19,156)
44,935
25,780

(64,854)
123,786

44,935
168,721e

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
CB
17
18
19
t o
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
CB
39
40

41

Cash Flows from Operating Activities
Net income
Adjustments to reconcile net income to net cash

provided by operating activities;
Depreciation and Amortization
Adjustment to Depreciation and Amortization
Other
Changes in Certain Assets and Liabilities:

Accounts Receivable
Accounts Receivable, Other
Materials and Supplies inventory
Prepaid Expenses
Accounts Payable
Intercompany payable
Customer Deposits
Taxes Payable
Deferred Income Taxes
Other assets and liabilities

Net Cash Flow provided by Operating Activities
Cash Flow From investing Activities:

Capital Expenditures
Plant Held for Future Use
Change in Short-term investments

Net Cash Flows from Investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Net Receipts of Advances-in~Aid of Construction
Net Receipts of Contributions-in-Aid of Construction
Repayments of Long-Term Debt
Dividends Paid
Deferred Financing Costs
Stock/Paid in Capital

Net Cash Flows Provided by Financing Activities
Increase decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year s

1 ,255,253
(286,285)
331.220
44,935 s $
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Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Projected Construction Requirements

Exhibit
Schedule F-3
page 1
Witness: Bourassa

Line
no.

2010 201 1 2012

18000

30.000 50.000

5.000

500
2.000

500
9.600

500
2.600

307.600 307.600

3,600 3,600 3,600

1

1
2

3
4
5
6
7

8
g
10
11
12
13
14
15
16

17
18
19
20
21
22
23
24
25
CB
27
28
29

8,100 1 .sao 3.800
30.000

Account
Number

301
302
303
304
305
305
307
308
309
310
311
320

320. 1
320.2
330

330.1
330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

Plant Asset:
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res.
Lake River and Other Intakes
Wells and Springs
lnlillration Galleries and Tunnels
Supply Mains
power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Equipment
Chemical Solution Feeders
Distribution Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Transmission and Distribution Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Miscellaneous Equipment
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

2,000 5,800 2,000
30
31
32
33
34
35
CB

37
38
39

40
41
42

T0{31 s 16,200 5 358.900 $ 422,900

5
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Las Quintus Serer as Water Company
Test Year Ended June 30, 2009
Assumptions Used in Rate Filing

Exhibit
Schedule F-4
Page 1
Witness; Bourassa

Line
No.
1
2
3
4

ProgeNy Taxes were computed using the method used by the Arizona Department
of Revenue

Projected construction expenditures are shown on Schedule A-4.

Expense adjustments are shown on schedule C2, and are explained in the testimony.

Accumulated depreciation and depreciation expense were computed Ar Arizona Corporation
Commission allowed rated in Prior Commission Decision.

5

6
7
8
9

10
'11
'12
13
14
15

Income taxes were computed using statutory state and federal income tax rates.

8i



Las Quintal Sera has Water Company
Test Year Ended June 30, 2009

Revenue Summary
With Annualized Revenues to Year End Number of Customers

Exhibrr
Schedule H-1
Page 1
Witness: Bourassa

Percent
Change

Percent
of

Proposed
Water

Revenues
Meter
Size

5/8 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

$

Company
Present

Revenues
327,234

4,095
24,612
14,7se
17, 044
19,237

406.979

$ $

Dollar
Change

128, 153
892

6,565
5,G80

11,393
11,651

s 154.334

39. 16%
21.79%
26.57%
38.49%
66.84%
60.56%
40.38%

Percent
of

Present
Water

Revenues
67.02%
084%
5.04%
3.02%
3.49%
3.94%

83.35%

65.83%
0.72%
4.51 %
2.95%
4.11 %
4.48%

B2.58%Subtotal s $

Com pa ny
P reposed
Revenues

455,385
4,988

311 1ST
20.436
28.437
30,888

571 ,3 'IN

$ $ s 30.065Standpipe
Fire Sprinkler

97. 185
480

97.545

44.81 %
0 0 0 %

44/49°/o

13.74%
0.10%

13,84%

14.05%
0.07%

14.11 %Subtotal

57,100
4B0

67,580 30,065

$ 474,558 $ 668,958 $ 194,408 40.95% 97.19% 96.70%

Meter
Size

Company
Present

Revenues
Percent
Chanq_e

Percent
o f

Preserrg

Percent
o f

Pf'ODOS9d Schedule

s

Company
Proposed Dollar
Ravsnues Change

Revenue Annualization
(1,434) S (2,938) $ (1,504)

499 1.017
(118) (235)

519
(NEI

5/8 Inch
3/4 Inch
1 Inch

1.5 inch
2 Inch
4 Inch

104 ea%
0.00%

103.99%
CB 53%

0.00%
124.02%
127.10%

-0.29%
0.o0%
0.1 0%

- 002%
0.00%
1.58%
1.36%S u total s

7.707
6,654 $

17,265
15,110 s

9.558
B,457

-0.42% c-z. page 5.1

0.00% C-2. oboe 5.2
0. 15% C-2. page 5.3

-0.03% C-2, page 5.4

0.00% C-2, page 5.5

2.50% c-2, page 5.6
2.18%

345 694 349Standpipe
Fire Sprinkler

101 .19°/0

0.0D%

0.07%
0 0 0 %

0.18% c-2. page 5 7
0.00%

125.82% 1.43% 3.24%$

$

6.999 $

481,557 $ 42.20% 98.53% 99.94%

Misc, Serv. Rev
Annualization of Misc Service Rev.
Unreconciled Difference to C-1

6,776 0,00%
0.00%

-4953B°/0

' I 388%
D000°/0
-0013%

0.980%
0.000%
0.037%(65) 1

Line

4 9
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15 Total Revenuers before Annuauzation
16
17
18
i s
20
21
22
23
24
25
25
27
CB
29
30
31
32
33 Total Revenue Annualization
34
35 Total Revenues WM Rev. Annual.
36
37
38
39
40
41
42

Total Revenues s 488.270 s

15,s04 s s,ao6

684,762 s 203,206

6,778 -

257 322

691,797 s 203.528 41.68% 100.00% 106.95%
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Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Analysis of Revenue by Detailed Class

Exhibit
Schedule H-2
Page 1
Witness: Scurassa

(3)
Average

Number at
Customers

at
6/30/2009

Revenues
Present Proposed
Ra Rates

P|'0905Qd Increase
Dollar percent

Amount Amount
$

Average
Consumption

10,768 $
15,598
16,842
52,477

158057
401 611

$ 128.153
892

5565
5,680

11,393
11,651

164834

39. 16%
21 .79%
26.67%
38.49%
66.84%
60.56%
40.38%Subtotal

820
6

2B
7
4
2

867 $

327,234
4,095

24.512
14,756
17,044
19,237

406,979 $

455388
4,988

31,177
20,435
28,437
30,888

571 ,313 $

'l1,B23 $ $ $ 30,065 44.51 %
0.00%

44.81%

156
4

160 $

67,100
480

67,100 $

97,165
480

97,155 $ 30,065

Totals $ 474,078 $_ _668,47B $ 194,400 41.01 °/o

Line
82; Meter Size
1 5/8 Inch
2 3/4 Inch
3 1 Inch
4 1.5 Inch
5 2 Inch
s 4 inch
7
8
9 Standpipe
10 Fire Sprinkler
11 Subtotal
12
13 1.026_.
14
15 (a) Average number of customers of less than one (1), indicates that less than 12 bills were issued dun'ng the year.

15
17
18
19
20
21
22
23
24
25
26
27
CB
29
30
31
32
33
34
35
36
37
38
39
40

a
I

i

I
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Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Analysis of Average Biff by Detailed Class

Exhibit
Schedule H-2
Page 2
Witness: Bourassa

Line

&

Average
Consumption

Average Bill
Present Proposed
Rates

Proposed Increase
Dollar Percent

Amount Am au ntmeter Size and Class
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

(al
Average

Number of
Customers

81
srawzoos

820
6

CB
7
4
2

857

10,768
15,598
16,542
52.477

153.057
401 .611

$ 32.95
55.69
72.79

172.19
337,57
971 .37

$
R a  s

44.30
68.79
90.42

227.43
571.17

1.554.83

11.35
12.11
1753
55.24

23360
583,48

34.44%
21 .36%
24.22%
32.08%
59.20%
6007%

SLIb\0t3l

11,823 13.40Standpipe
Fire Sprinkler

Subtclal

156
4

160

s
$

34.27
10.00

$
s

47.67
10.00

39.11%
0.00%

Totals 1 .026

1

2
3
4
5
e
7

a
g
10
11
12
13
14

15
16
17

18
19
20
21
22
23
24
25

26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

(a) Average number of customers of less than one (1). indicates that less than 12 bills were issued during the year.

|
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Las Quintus Serer as Water Company
Test Year Ender June 30, 2009

Analysis of Average Bill by Detailed Crass

Exhibit
Schedule H-2
Page 3
Witness. Bourassa

Meter Size and Class
Average

Consumption

Median Bill
Present Proposed
Rates Rates

Proposed Increase
Do! far Percent

Amount Amount

5/8 Inch
3/4 Inch
1 inch
1.5 Inch
2 Inch
4 Inch

to)
Average

N um Ber of
Customers

at
5130!2009

820
6

28
7
4
2

867

10,768
15,595
161842
5,477

153,057
401,51 1

$ 30.35
55.43
67.80

1 53.82
206.37
91 1.70

$ 38,40
65.50
80.00

187.50
254.80

1 ,400.00

8.06
10.08
12.21
33.79
48.44

4BB80

26.54%
'1B.18%
18.00%
21 .96%
23.47%
53.56%

Subtotal

11,823 $ 34.27 $ 47,67 s 13.40Standpipe
Fire Sprinkler

Subtotal

156
4

160

39.11%
0.00%

Totals 1 ,026

(a) Average number of customers of less than one (1), indicates :hat less than 12 bills were issued during the year.

Line

139
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
15
17
18
19
2D
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
kg
to

W

| l

II
Il
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Las Quintus Serenes Water Company
Changes in Representative Rate Schedules

Test Year Ended June 30. 2009

Exhibit
Schedule H- 3
Page 4
Witness; Bourassa

Present
Rates

$
$
s
$
$

20.00
30.00
20.00
30.00
25.00

$
$
s
s
s

Proposed
Rates

20.00
30.00
20.00
30.00
25.00

*

*

in

v

* *

$ $

$

15 OF
N/T

15.00
N/T

1.50%

s

15.00
1.50%

15.00
Cost

1.50%

$ 30.00 $ 30.00
s 5.00 $ 5.00
s 250.00 See H.3, page 5
See H-3 page 5 NT

Line
N g Other Service Charges

1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent and After Hours)
5 Meter Test (If meter reading correctly)
6 Deposit
7 Deposit Interest
B Re-Establishment(With-in 12 Months)
9 NSF Check

10 Deferred Payment, Per Month
11 Meter Re-Read (if correct)
12 After hours service charge, per Rule R14-2-403D
13 Late Charge per month (per R-14-2-409G(B))
14
15 Staripipe Charges
16 Original Key Deposit
17 Additional Set
IB Offsite Facitlities Hook-Up Fee
19 Arsenic Impact Hook-Up Fee
20
21 * PER COMMISSION RULE (R14-2-403.B)
22 so* Months off system times the minimum. PER COMMISSION RULE (R14-2-403.D)
23
24 N/T : No tarif f .
25
26
27 IN ADDITION TO THE COLLECTION oF REGULAR RATES, THE UTILITY WILL COLLECT FROM
28 ITS CUSTOMERS A PROPORTIONATE SHARE oF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
29 TAX, PER COMMISSION RULE <14-2-40910 5)-
30
31 ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEAOS,
32 AND ALL APPLICABLE TAXES
33
34

I
|

I
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Las Quinoas Serer as Water Company
Test Year Ended June 30, 2DD9 .

Service Charges
Meter and Service Line Charges

Exhibit
Schedule H-3
Page 5
\Maness: Bourassa

Proposed
Service

Line
Charge*

Total
Present
Charcze

$ 150
NT
225.00
475.00
625,00
NT
NT
850.00
NT
NT

1,800.00
NT
NT

3,000.00
NT
NT
NT

.00 $ 445.00
445.00
495.00
550.00

N/A
830.00
B30.00

N/A
1.045.00
1 ,165.00
N/A
1 ,490.00
1 ,e70.00
N/A
2,210.00
2,330.00

Proposed
Meter
Install-
ation

Charge*
$ 155.00

25500
315.00
525.00
NIA

1 ,D45.00
1 ,89D.00

NIA
1 .670.00
2,545.00

N/A
3,670.00
3.64500

N/A
5,025.00
6,920.00
At Cost

Total
Proposed
Charge'
5 600.00

700.00
810.00

1,075.00
N/A

1:875.00
2,720.00

NIA
2,715.00
3,710,00

N/A
5,160.00
5,315.00

N/A
7,235.00
9,250.00
At Cost

5/8 x 3/4 inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
2 Inch / Turbine
2 Inch I Compound
3 Inch
3 Inch / Turbine
3 Inch I Compound
4 Inch
4 Inch /Turbine
4 Inch / Compound
6 Inch
6 Inch I Turbine
6 Inch / Compound
8 Inch At Cost

Line

M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
2G
21
22
23
24
25
26
27
28

*Based on Staff update of typical service line and meter installation charges dated
February 21. 2008.

4

1
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Las Quintal Serenes Water Company
Changes in Representative Rate Schedules

Test Year Ended June 30, 2009

Exhibit
Schedule H- 3
Page 6
Witness; Bourassa

Arsenic Impact Hook-uD Fee

5/B X 3/4 Inch
3/4 Inch

1 Inch
1 1/2 Inch

2 Inch
3 Inch
4 Inch
6 Inch

Present
Charge

$ 1,'I35
1 ,703
2,838
5,675
9,0B0

18, 160
28,375
56,750

Proposed
Charge

$

Offsite Facilities Hook-up Fee
|

Line

8 9
1
2

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

19
20

21
22
23

24
25
26
27
2B

29

5/8 x 314 Inch
3/4 Inch
1 Inch
1 1r2 Inch

2 Inch
3 Inch
4 inch

B Inch

Present
Charge

s

Proposed
Charge

$ 1,135
1,703
2,838
5.675
9,080

18.160
28,375
56,750

I

;
I
I:
l
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I.
QS.

INTRODUCTION .

PLEASE STATE YOUR NAME AND ADDRESS.

Al. My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

Qz. ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

TESTIMONY ON RATE BASE, INCOME STATEMENT, REVENUE

REQUIREMENT AND RATE DESIGN IN THIS DOCKET ON BEHALF

AS.

OF LAS QUINTAS SERENAS WATER co. ("LQSWC")?

Yes, and all of my background information and testimony regarding my

qualifications is contained in that portion of my direct testimony .

11. SUMMARY OF TESTIMONY AND THE PROPOSED COST OF CAPITAL
FOR LQSWC

WHAT Is THE PURPOSE OF THIS PORTION OF YOUR DIRECT

TESTIMONY?

|
|

I This portion of my direct testimony will focus on cost of capital issues. I will

testify in support of LQSWC's proposed rate of return on its fair value rate base.

In that regard, I am sponsoring LQSWC's D Schedules, which are attached to this

testimony. As noted above, I am also sponsoring direct testimony that addresses

LQSWC's rate base, income statement (revenue and operating expenses), required

increase in revenue, and its rate design and proposed rates and charges for service.

For the convenience of the Commission and the parties, that testimony and my

related schedules are being filed separately in this case.

QS. HAVE YOU PREPARED ANY SCHEDULES AND ATTACHMENTS TO

ACCOMPANY YOUR TESTIMONY ON COST OF CAPITAL?

u
I

I

t
2
3
4
5
6
7
8
9

10
11 I
12
13 1 QS.
14
15 AS.

16
17
18
19
20
21
22
23
24
25

26

AS. Yes. I have prepared 16 schedules that support my testimony and I attachment.

1



Qs. PLEASE SUMMARIZE YOUR COST OF CAPITAL TESTIMONY.

AS.

Q6. PLEASE SUMMARIZE THE APPROACH YOU USED To ESTIMATE

THE COST OF EQUITY FOR LQSWC.

|

I
:

l

2

3
4 .

5

6

7

8

9

10

11

12

13

14

15 I AS.

16

17

18

19

20

21

22

23

24

25

26

1 determine LQSWC's cost of equity falls in the range of 14.7 percent to 18.1

percent with the midpoint of the range of 16,4 percent. 1 am recommending a

return on equity ("ROE") of 16.0 percent. My recornrnendation is based on (i) cost

of equity estimates using constant growth and multi-stage growth discounted cash

flow ('°DCF") models and the capital asset pricing mode] ("CAPM") for the sample

group of publicly traded utilities, (ii) my review of the economic conditions

expected to prevail during the period in which new rates will be in effect, (iii) my

judgments about the risks associated with small utilities like LQSWC not captured

by the market data for publicly traded water utilities used in my study, (iv) the

financial risk associated with the level of debt in LQSWC's capital structure, and

(v) additional specific business and operational risks faced by LQSWC Company.

The cost of' equity for LQSWC cannot be estimated directly because LQSWC's

common stock is not publicly traded and there is no market data for LQSWC.

Consequently, 1 applied the DCF and CAPM models using data from a sample of

water utilities selected from the Value Line Investment Survey. There are six

water utilities in my sample: American States Water, Aqua America, California

Water, Connecticut Water, Middlesex Water, and SJW Corp. As explained later in

my testimony, these companies aren't really comparable to LQSWC, but they are

water utilities for which market data me available and because the Colnmission's

Utilities Division Staff has relied on data for these water utilities in a number of

recent water and sewer utility rate cases .

My DCF analyses indicate R()EIs in the range of 11.1 percent to 12.6

percent with a midpoint of 11.9 percent. The CAPM analysis, again using the

l
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I

same sample group, indicates ROE's in the range of 10.4 percent to 15.8 percent is

appropriate with a midpoint of` 13.1 percent. Both the DCF and CAPM ranges are

before consideration of company-spccitic risks.

My ROE estimates after consideration of financial risk and small company

risk is in the range of 14.7 percent to 18.1 percent with a midpoint of 16.4 percent.

Given LQSWC's relatively small size compared to the large publicly traded

utilities used in my sample, the regulatory methods and policies used in this

jurisdiction, and other company-specific factors, it is my opinion that at the present

time, a cost of equity of no less than 16.0 percent is warranted.

My recommendation of 16.0 percent balances my judgment about the

degree of financial and business risk associated with an investment in LQSWC as

well as consideration of the current economic environment and the uncertainty of

the financial markets. A summary of my cost of equity analysis result is shown on

Schedule D-4. 1 .

111. OVERVIEW OF THE RELATIONSHIP BETWEEN
EXPECTED RETURN GN AN INVESTMENT

RISK AND THE

QS. How IS THE COST OF EQUITY TYPICALLY ANALYZED?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

AS. The cost of equity is the rate of return that equity investors expect ro receive 011

their investment. Investors can choose to invest in many types of assets, not simply

publicly traded stock. Each investment will have varying degrees of' risk, ranging

from relatively low risk assets such as Treasury securities to somewhat higher risk

corporate bonds to even higher risk common stocks. As the level of risk increases,

investors require higher returns on their investment, Finance models that are used

to estimate the cost of equity often rely on this basic concept,

fa
.9



Speculative
Investments

Non-investment
Grade Bonds

1 QB. CAN YOU ILLUSTRATE THE CAPITAL MARKET RISK-RETURN

CONCEPT?I 2

AB. Yes. The following graph depicts the risk-return relationship that has become

widely known as the Capital Market Line ("CML"). The CML illustrates in a

general way the risk-return relationship.

| The Capital Market Line (CML)

Expected Rate of Return

20%

Common
Stocks \

15% A

10°/o
Treasury
Bills

IJ
\..

| 5% _

Investment
Grade Bonds]

Higher Risk >

I The CML can be viewed as a continuum of the available investment opportunities

for investors. investment risk increases moving upward and to the right along the

CML. Again, the expected return increases with the risk,

QS. HOW DOES THE RISK-RETURN TRADE-OFF CONCEPT WORK IN

THE CAPITAL MARKET?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

AS. As already suggested by the CML. the allocation of capital in a free market

economy is based upon the perceived relative risk oil and expected return from, an

4
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2
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4
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8

9

10

11

12

13

14

15

16

17

18
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20

21

22

23

24

25

26

investment. in general, investors rank investment opportunities in the order of their

relative risks. Investment alternatives in  wh ich the expected return is

commensurate with the perceived risk become viable investment options. If all

other factors remain equal, the greater the risk, the higher the rate of return

investors will require to compensate investors for the possibility of loss of either

the principal amount invested or the expected annual income from such investment.

Short-term Treasury bills provide a high degree of certainty and iii nominal

terms (after considering inflation) are considered virtually risk free. Long-term

bonds and preferred stocks, having priority claims to assets and fixed income

payments, are relatively low risk, but are not risk free. The market values of long-

tenn bonds often tiuctuate when government policies or omer factors cause interest

rates to change. Common stocks are higher and to the right on the CML continuum

because they are exposed to more risk. Common stock risk includes the nature of

the underlying business and financial strength of the issuing corporation as well as

market-wide factors, such as general changes in capital costs.

The capital markets reflect investor expectations and requirements each day

through market prices. Prices for stocks and bonds change to reflect investor

expectations and the relative attractiveness of one investment versus another.

While the example provided above seems straightforward, returns on common

stocks are not directly observable in advance, in contrast to debt or preferred stocks

with fixed payment terms. This means that these returns must be estimated from

market data. Estimating the cost of equity capital is a matter of informed judgment

about the relative risk of the company in question and the expected rate of return

characteristics of other alternative investments,

5z l



Q10. How IS THE COST OF EQUITY FOR A PARTICULAR UTILITY

DETERMINED?

I

2

3

4

5

6

7

8

9

10

11

A10. The estimation of a utility's cost of equity is complex. It requires an analysis of the

factors influencing the cost of various types of capital, such as interest on long-

term debt, dividends on preferred stock, and earnings on common equity. The data

for such aN analysis comes from highly competitive capital markets, where the firm

raises funds by issuing common stock, selling bonds, and by borrowing (both long-

and short-term) from banks and other financial institutions. In the capital markets,

the cost of  capital, whether the capital is in the form of  debt or equity, is

determined by two important factors :

1) The pure or real rate of interest, often called the risk-free rate of

interest, and.

The uncertainty or risk premium (the compensation the investor

requires over and above the real or pure rate of interest for subjecting

his capital to additional risk).

2)

Q11. PLEASE DISCUSS THESE FACTORS IN GREATER DETAIL.

I

g

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

All. The pure rate of interest essentially reflects both the time preference for and the

productivity of capital. From the standpoint of the individual, it is the rate of

interest required to induce the individual to forgo present consumption and offer

the funds thus saved to others for a specified length of time, Moreover, the pure

rate of interest concept is based on the assumption that no uncertainty affects the

investment undertaken by the individual, Le., there is no doubt that the periodic

interest payments will be made and the principal returned at the end of the time

period. in reality, investments without risk do not exist. Every eommftment of

funds involves some degree of uncertainty.

Turning to the second factor affecting the cost of capital, it is generally

6
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1 accepted that the higher the degree of uncertainty, the higher the cost of capital.

Investors are regarded as risk adverse and require that the rate of return increase as2

3 the risk (uncertainty) associated with an investment increase.

Q12. CAN YOU PROVIDE somE PERSPECTIVE ON YOUR PREVIOUS

DISCUSSION WITH RESPECT TO RETURNS ON COMMON STOCKS?

[1] Required Return for
Common Stocks

Return on a
r\sk~irce asset -|. Risk Premium

where the risk premium investors require for common stocks will be higher than

the risk premium they require for investment grade bonds. This relationship is

depicted in the graph of the CML above. As I will discuss later in this testimony,

this concept is the basis of risk premium methods, such as the CAPM, that are used

to estimate the cost of equity.

Q13. WHAT HAS BEEN THE RECENT EXPERIENCE IN THE U.S. CAPITAL

MARKETS?

the past 10 years, inflation and capital market costs have generally declined.

Interest rates have been lower than in previous decades. Past inflation, as

measured by the Consumer Price Index, has been at relatively low levels in the past

In

I

4

5

6 A12. Yes. Conceptually,

7

8

9

10

11

12

13

14 I

15

16 A13.

17

18

19

20

21

22

23

24

25

26

10 years.

The roughly 6 year span of economic expansion after the 2001 recession

began to wane in 2007. Year-over-year Gross Domestic Product ("GDP") growth'

for 2004, 2005, and 2006 was 3.6 percent, 3.1 percent, and 2.7 percent,

respectively. GDP growth was, in part, spurred on by low interest rates during this

period. The Federal Reserve, having lowered the target Federal Funds rate to 1.0

1 GDP percentage change based on current dollars (1930-2008).
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l

percent by the end of 2003. began raising interest rates in 2004 to help keep the

economy from overheating. and to help keep initiation in check. By mid-2006, the

Federal Reserve had raised the target Federal Funds rate to 5.25 percent.

The economic expansion was broad, taking in the major consumer and

industrial sectors for much of its span. However, economic expansion also brought

excesses, particularly in the areas of housing, lending practices, and the financial

markets.

Economic growth slowed in 2007. For 2007, the year-over-year GDP

growth had dropped to 2.1 percent. The slow economic growth combined with the

excesses during die economic expansion of the previous 6 years created turmoil in

the credit, financial, and housing markets.

In order to address the weakening economy, the Federal Reserve, starting in

September 2007, took a series of rate cut actions (525 aggregate basis points). The

reductions in interest rates by the Federal Open Market Committee ("FOMC")

were taken in order to promote economic growth and to mitigate risks to economic

activity. As a result, the target Federal Funds rate currently stands at zero to .25

percent.

The year-over-year GDP growth for 2008 was 0.4 percent. GDP growth for

the first and second quarter of 2009 was negative 6.4 percent and a negative 0.7

percent, respectively. The GDP growth estimate for the third quarter of 2009 is 2.8

percent. The third quarter positive GDP growth estimate is underpinned to a large

degree by federal programs to assist the troubled auto and housing industries. But,

these programs have or will shortly come to an end. Further, the $800 billion

Federal stimulus enacted earlier this year has been said to already have had its

greatest impact on economic growth so future positive impact on the economy is

not expected to be great.

8



it is clear that during the past several months, both the economy and the

financial markets have improved. Economists now believe the recession has

ended, but also see a long, sluggish recovery. The recession was deep, costing

millions of job losses across a number of industries. Unemployment now tops 10

percent and is not expected to significantly improve through 2010. Economists

expect GDP growth to ease to a 2.0 to 2.5 percent in the fourth quarter of 2009 and

then to remain subdued for much of' 2010. As Value Line states "the evolving

business upturn may be a checkered affair, with a succession of peaks and valleys

along the way...Should. [an] uneven recovery unfold, the stock market might

remain quite voIatiie."2

In that regard, there are several key factors that could cap the strength of

economic recovery over the next few years. These include an unusually slow

improvement in labor market coriditions,3 only modest gains in consumer spending,

tight credit and a desire by households to pare debt, a slow recovery in residential

investment due to stil.l rising home foreclosures and persistently high inventories of

unsold existing homes, a further pull-back in commercial construction, limited

improvement in capital spending resulting from excess capacity that exists in many

sectors, and still continued lack of capital available to small and mid-sized

l3LlslI1€ss€s.4

A14. Federal Reserve Chairman Ben Bernanke noted in Congressional testimony late

last year that financial markets were under considerable stress and that broader

Q14. WHAT ABOUT THE STATUS OF THE CREDIT MARKETS?

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

2 Value Line Selection and Opinion, October 16, 2009.

3 The unemployment rate recently jumped to l0,2%. which is higher than the unemployment rate
during the 2001 recession.

4 Blue Chip Financial Forecasts, Vol. 28, No. 10, October 1, 2009.
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retrenchment in the vvillingncss of investors to bear risk, troubles in the credit

markers and a weaker outlook for economic growth have added to the stresses on

economic growth. After the Federal Reserve lowered the target federal funds rate

to zero from 25 basis points in late 2008, the three month Treasury Bil] yields

dropped to near zero, and yields on the two, five, ten and thirty year yield treasuries

fell to the lowest levels since the Treasury began regular sales of the securities.

More recently, however, despite the low target federal lands rate, yields on longer

dated Treasury yields have risen to levels that are 70-140 basis points over their

December 2008 levels. Some analysts attribute the run up in yields to rising jitters

among investors about the tidal wave of Federal debt issued earlier this year, to the

expected debt to be issued to fund the massive $800 billion "stimulus" package

enacted by Congress and signed by the President earlier this year, and to the

expected additional billions of dollars above the already authorized $750 billion

Trouble Asset Repurchase Program ("TARP") passed last year to address the

weaknesses in the credit markets.

As previously indicated, the continued turmoil in the credit markets, the

ballooning federal deficits, and weakness in business and consumer spending will

continue to have a significant drag on the economy. And, while the capital markets

have improved in recent months, the capital markets continue reflect the

uncertainty and relatively low confidence of investors iii the financial markets, in

the future prospects for strong economic growth, and concerns over higher inflation

in the coming years. Naturally, despite relatively low U.S. Treasury yields over the

past several years, the premiums required for investors to hold and buy securities is

much higher than in the recent past due to this uncertainty.

I
i
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Q15. IS THERE A RELATIONSHIP BETWEEN THE COST OF EQUITY AND

INTEREST RATES?

I1
i
I
i
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Yes. Al] other things being equal, the cost of equity moves in the same direction as

ewer interest rates on U.S. Treasuries ("risk-free" rate) implyinterest rates. L

lower equity returns and visa versa. However, as indicated by Equation 1 above,

the risk premium required to compensate investors also impacts the cost of equity.

Higher risk premiums required by investors imply higher equity costs and vice

versa. Risk premiums are impacted by uncertainty in future interest rates, business

and economic conditions, expected inflation, and other risk factors including

interest rate risk, business risk, regulatory risk, financial risk, construction risk, and

liquidity risk.

The flight to quality and low risk investments as the stock market began to

tumble last year drove treasury yields to very low levels. But, as noted earlier, the

federal government has and is expected to significantly increase its borrowing in

order to "stimulate" the economy and address systemic problems in the credit

markets. This, in tum, has resulted in increasing yields on Treasuries as investors

get jittery about the risks of the massive debt load the federal government is taking

QIN. is LQSWC AFFECTED BY THESE SAME MARKET UNCERTAINTIES

AND CONCERNS"

1 A l5 .

2 1

3

4

5

6

7

8

9

1.0

11

12

13

14

15

16 on.

17

18

19 1 A16. Yes, in general, all investors are impacted by bad economic news, and LQSWC's

20

21 even large publicly traded companies felt the impact. Investment grade bond (Baa)

22 yields rose to over 9 percent towards the end of last year, Currently investment

23 grade bond yields are 6.3 percent (November 20, 2009). In that regard, utilities are

24

25

26

investors are not immune to uncertainty. in the current economic environment,

not immune to the higher capital costs al' the current economic environment either.

The average beta (a measurement of market risk) for the water utility sample

companies has risen significantly over the past couple of years.

E
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2

3

4

As discussed above, capital costs have risen significantly over Ute past year

or so. And, smaller utilities like LQSWC generally feel the impact worse because

they have a small customer base, resulting in an inability or limited ability to attract

capital.

Q17. WHAT ARE THE RECENT DEVELOPMENTS IN THE WATER UTILITY

INDUSTRY AFFECTING UTILITY INVESTMENTS AND THE MARKET?

I

11

5 i
6

7 A17. On the whole_ the water utility industry is expected to continue to confront

8 increasing infrastructure demand. According to the Value Line Investment Survey,

9 many utilities have facilities that are decades old and in need of signif icant

10 maintenance and, in some cases, massive renovation and/or replacement. In

addition, the EPA and state and local regulators continue to impose more stringent

12 environmental quality and operational standards, such as new maximum

13 contaminant levels for public drinking water systems. Additional operational

14 requirements have also been imposed to address the threat of bio-terrorism on U.S.

15 water systems. As infrastructure costs continue to climb, many smaller companies

16 are at a serious disadvantage. Without sufficient resources to fund improvements

17 needed to meet new and more stringent requirements, many smaller companies are

18 being ibrced to sell to larger utilities, which have greater operational flexibility and

i 9 resources, as well as access to capital.

20

21

22 Alb. With reference to specific utilities, n'sk is often discussed as consisting of two

23 separate types of risk: business risk and financial risk,

24 Business risk. the basic risk associated with any business undertaking, is the

25

26

Q18. WOULD YOU PLEASE DISCUSS IN MORE DETAIL THE IMPACT OF

RISK ON CAPITAL COSTS?

uncertainty associated with the enterprise's day-to-day operations. In essence, it is

a function of the normal day-to-day business environment, both locally and

12
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nationally. Business risks include the condition of the economy and capital

markets, the state of labor markets, regional stability, government regulation,

technological obsolescence, and other similar factors that may impact demand for

the business product or service and its cost of production. For utilities, business

risk also includes the volatility of revenues due to abnormal weather conditions,

degree of operational leverage, regulation, and regulatory climate. Regulation, for

example, can compound the business risk init is unpredictable in responding to cost

increases both in terms of the time lag for and magnitude of cost recovery allowed.

Regulatory lag makes it difficult to earn a reasonable return particularly in an

inflationary environment and/or when there is significant lag between the timing of

investment in capital projects and its recognition in rates, Put simply, the greater

die degree of uncertainty regarding the various factors affecting a. company's

business, the greater the risk of an investment in a company and the greater the

compensation required by the investor.

Financial risk, on the other hand, concerns the distribution of business risk

to the various capital investors in the utility. As I discussed earlier, permanent

capital is normally divided into three categories: long-term debt, preferred stock,

and common equity. Because common equity owners have only a residual claim

on earnings after debt and preferred stockholders are paid, financial risk tends to be

concentrated in that element of the Finn's capital. Thus, a decision by management

to raise additional capital by issuing additional debt concentrates even more of the

financial risk of the utility in the common equity owners .

An important component of financial risk is construction risk. Construction

risk refers to the magnitude of a company's capital budget. If a company has a

large construction budget relative to internally generated cash flows it will require

external financing, it is important that companies have access to capital funds on

13



| reasonable terms and conditions. In that regard, utilities are more susceptible to

construction risk for two reasons. First, utilities generally have high capital

requirements Lo build the necessary plant to serve customers. Second, utilities have

a mandated obligation to serve leaving less flexibility both in the timing and

discretion of scheduling capital projects. This is compounded by the limited ability

to wait for more favorable market conditions to raise the capital necessary to fund

the capital projects,

Although often discussed separately, the two types of risks (business and

financial) are interrelated. Specifically, a common equity investor may seek to

offset exposure to high financial risk by investing in a firm perceived to have a low

degree of business risk. la other words, the total risk to an investor would be high

if the enterprise was characterized as a high business risk with a large portion of its

permanent capital financed with senior debt. To attract capital under these

circumstances, the firm would have to offer higher rates of return to its common

equity investors.

I I
iv. THE MEANING OF "JUST AND REASONABLE" RATE OF RETURN

Q19. HAVE THE COURTS SET FORTH ANY CRITERIA THAT GOVERN THE

RATE OF RETURN THAT A UTILlTY'S RATES SHOULD PRODUCE?

A19. Yes. in 1923, the U.S. Supreme Court set forth the following criteria for

determining whether a rate of return is reasonable in Bluefela' Water Works and

Improvement Co. v. Public Service Commission of Wes! Virginia, 262 U.S. 679,

692-93 (l923)'

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A public utility is entitled to such rates as will pennis it to earn a
return on the value of the property which it  employs for the

public equal to that generally
same time and in the same general part o the country
on other business undertaking which
risks and uncertainties The return should be reasonably sufficient
to assure confidence in the financial soundness of the utility and

convenience of the being made at the
on investments

are attended by corresponding3 14



I should be adequate, under efficient and economical management to
maintain and support its credit and enable it to raise money necessary
for the groper discharge omits public duties. A rate of return may be
reasons la at one time and become too high or too low by changes
affecting opportunities tor investment, the money market, and
business conditions generally.

In summary, under Blue field Water Works:

(2)
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7
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9

10

( I ) The rate of return should be similar to the return in businesses with

similar or comparable risks.

The return should be suff icient to ensure the confidence in the

financial integrity of the utility; and

The return should be sufficient to maintain and support the utility's

credit.

(3)I
| 11

Q20. HOW HAVE THESE CRITERIA BEEN APPLIED IN REGULATORY

PROCEEDINGS?
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A20. Yes, but the application of the "reasonableness" criteria laid down by the Supreme

Court has resulted in controversy. The typical method of computing the overall

cost of capital is quite straightforward: it is the composite, weighted cost of the

various classes of capital (debt, preferred stock, and common equity), used by the

utility. The weighting is done by calculating the proportion that each class of

capital bears to total capital. However, there is no consensus regarding the best

method of estimating the cost of equity capital. The increasing regulatory

emphasis on objectivity in determining the rate of return has resulted in a

proliferation of market-based f inance models that are used in equity return

determination. As will be discussed more fully below, however, none of these

models are universally accepted as the "correct" means of estimating the ROE.

15
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A.

THE ESTIMATED COST OF EQUITY FOR LQSWC

The Public! Traded Utilities That Comprise the Sample Group Used to
Estimate L5SWC's Cost of Equitv.

Q21. PLEASE BRIEFLY DESCRIBE THE APPROACH YOU FOLLOWED IN

YOUR COST OF CAPITAL ANALYSIS FOR LQSWC.

f

3

I

A21. As I have stated, estimating the cost of equity is a matter of informed judgment.

The development of an appropriate rate of return for a regulated enterprise involves

a determination of the level of risk associated with that enterprise and the

determination of an appropriate return for that risk level. Practitioners employ

various techniques that provide a link to actual capital market data and assist in

defining the various relationships that underlie the equity cost estimation process.

Since LQSWC is not publicly traded, the information required to directly

estimate LQSWC's cost of equity is not available. Accordingly, I used a sample

group of water utilities as a starting point to develop an appropriate cost of equity

for LQSWC. There are six water utilities included in the sample group: American

States Water, Aqua America, California Water, Connecticut Water, Middlesex

Water, and SJW Corp. All these companies are followed by the Value Line

InvestmentSurvey.

Q22. ARE THE WATER UTILITIES IN YOUR SAMPLE DIRECTLY

COMPARABLE To LQSWC?

n
|
|
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A22. No, but they are utilities for which market data is available. All of them are

regulated, they primarily provide water service, although some provide both water

and wastewater services, and their primary source of revenues is from regulated

services. Therefore, they provide a useful starting point for developing a cost of

equity for LQSWC. I emphasized "starting point" because LQSWC is not publicly

traded. Additionally, there is no market data available for smaller utilities, like

16



LQSWC, that can be used to develop cost of equity estimates.

|

Q23. DOES THE MARKET DATA PROVIDED BY THE WATER UTILITY

SAMPLE CAPTURE ALL OF THE MARKET RISKS THAT LQSWC

MIGHT FACE IF IT WERE PUBLICLY TRADED?

|

A23. In my opinion, no. As I stated, there is no comparable market data for utility

companies the sire of LQSWC. The average revenue of the water utility sample

companies is over 388 times that of LQSWC, and the average net plant of the water

utility sample companies is over 618 times that of LQSWC. Even the smallest

company in the sample group, Connecticut Water, has over 95 times the net plant

of LQSWC, and over 135 times the revenues.

| Q 2 4 .  P L E A S E  P R O V I D E  A  G E N E R A L  D E S C R I P T I O N  O F  T H E  W A T E R

UTILITIES IN YOUR SAMPLE.

A24. Schedule D-4.2 lists the operating revenues and net plant for the six water utilities

as reported by AUS Utility Reports (formerly C.A. Turner Utility Reports) and

LQSWC. In addition, below is a general description of each of the companies:

(1) American States Water (AWR) primarily serves the California

i
II
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market through Golden State Water Company, which provides water

services to over 254,000 customers within 75 communities in 10

counties in the State of California, primarily in Los Angeles, San

Bernardino, and Orange counties. It has one subsidiary serving the

Arizona market with approximately 13,000 customers in Fountain

Hills and Scottsdale. AWR also owns an electric utility service

provider with over 23,000 customers, but approximately 91 percent

of its revenues were derived from commercial and residential water

customers. Revenues for American States were $318.7 million in

2008 and net plant nearly 8724 million at the end of2008.

17



(2)

commercial

(3)

|

(4)

(5)I
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(6)

Aqua America (WTR) owns regulated utilities in Pennsylvania,

Ohio, North Carolina, Illinois, Texas, New Jersey, Florida, Indiana,

Virginia, Maine, Missouri, New York, and South Carolina, serving

over 945,000 customers at the end of 2008. WTR's utility base is

diversified among residential water, water, fire

protection, industrial water. other water, and wastewater customers.

Total revenues for WTR were nearly $627 million in 2008 and net

plant was nearly $2.58 billion at the end of 2008.

California W ater Service Group (CW T) owns subsidiaries in

California, New Mexico, Washington, and Hawaii serving over

i 80,000 customers. The California operations account for over 95

percent of customers and over 96 percent of operating revenues.

Revenues for CWT were over $410 million in 2008 and net plant

nearly $1 billion at the end of 2008.

Connecticut Water Services (CTWS) owns subsidiaries in

Connecticut and Massachusetts serving over 87,000 customers.

Revenues for CTWS were over $61 million in 2008 and net plant

over $250 million at the end of 2008.

Middlesex Water (MSEX) owns subsidiaries in New Jersey and

Delaware serving over i05,000 customers and provides water service

under contract to municipalities in central New Jersey to a population

of over 267,000r. Revenues for MSEX were over $91 million in 2008

and net plant was over $3 12 million at the end of2008.

SJW Corp. (SJW) owns San Jose Water, which provides water

service in a 138 square mile area in San Jose, California, and

surrounding communities. Revenues for SJW were over $220

18
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I million in 2008 and net plant was over $492 million at the end of

2008.

Q2s. HOW DOES LQSWC COMPARE TO THE SAMPLE WATER UTILITIES?

1

2

3

4

5

6

7

8

A25. It is smaller. At the end of the test year, LQSWC had approximately 1,000

customers, inclusive of standpipe customers. Its revenues totaled approximately

$480,000, and its not plant-in-service was approximately $27 million. LQSWC is

located in a portion of the Town of Sahuarita, Arizona, and has a small service

territory compared to the sample water companies .

Q26. ARE THERE OTHER FACTORS OF SMALLER UTILITIES, LIKE

LQSWC, WHICH INCREASE RISK?

|
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Yes. Because smaller utilities, like LQSWC, me not publicly traded they have less

financial flexibility which in turn increases risk. LQSWC does not have access to

the public equity markets and this lack cf financial flexibility increases risk

because it has no choice but to rely on retained earnings, short-term debt, and

privately placed bonds to provide capital for plant improvements and additions

necessary to ensure safe and reliable water service to its customers. LQSWC's

recent borrowing to fund its arsenic treatment facilities and to increase its stoppage

capacity has left the Company with a high level of debt making it less financially

flexible going forward. LQSWC does not have a market to issue common stock to

the public to raise capital so sufficient and stable earnings so that LQSWC can

meet its debt service requirements and meet its capital requirements over the

coming years is all the more critical.

Water utilities are capital intensive and typically have large construction

budgets. LQSWC's construction budget for the next three years is over $800,000.

After that, the Company will need to expend 3300,000 to $400,000 annually as it

19:
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continues to replace 6 to 7 miles of pipings that is now over 40 years old. As

discussed on page 13 of this testimony, finns with large capital budgets face

construction risk (a form of financial risk). The size of a utility's capital budget

relative to the size of the utility itself often increases construction risk. Larger

utilities may be able to fiend large capital budgets from earnings and short-term

borrowings. For smaller utilities, like LQSWC, the ability to fund relatively large

capital budgets from earnings and short-term debt is difficult to obtain, requiring

that additional capital be raised. However, the ability to raise additional capital is

in and of itself challenging and compounded by a limited ability to access capital,

an obligation to serve, and a limited ability to wait for more favorable market

conditions to raise the capital necessary to fund necessary capital projects.

Q27. WHAT OTHER RISK FACTORS DISTINGUISH LQSWC FROM THE

LARGER SAMPLE WATER UTILITIES?
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A27. There are a number of state specific factors that increase the risk to Arizona water

and wastewater utilities.

First, the regulatory environment in which LQSWC operates is much

different than that of the sample water utilities. Arizona water and wastewater

utilities face legal constraints that limit their ability to obtain rate relief outside of a

general rate case in which the "fair value" of the utility's property is determined

and used to set rates. The Arizona Constitution, as interpreted in court decisions,

limits the ability of Arizona utilities to utilize adjustment mechanisms, advice letter

tilings and other streamlined procedures to obtain timely recovery of costs outside

a general rate case, in contrast to many other jurisdictions.

5 Current piping is asbestos based and may require additional disposal and handling costs which
are not included in the estimated budget. 3300,000 assumes replacing approximately MI mile of
pipe each year.i 20
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Second, the Commission requires the use of an historic test year with

limitations on the amount of out-of-period adjustments. This process creates

another state-specific factor that increases risk and thus the required ROEs for

utilities in Arizona. In fact, three out of the six sample water companies operate

primarily in Calilbrnia - American States, California Water and SJW Corp.

California uses future test years to help better match plant investment and revenues

and expenses going forward - the period in which rates will be in effect. California

also allows the use of balancing accounts on moor operating expenses like

purchased power and purchased water to help utilities recover expenses that are

beyond their control. A fourth utility in the sample group, Aqua America, has

regulatory mechanisms available to it to help lessen risk. In six states in which

Aqua America operates water utilities, and two states in which Aqua America

operates wastewater utilities, regulatory bodies permit it to add a surcharge to

water or wastewater bills to offset the additional depreciation and capital costs

associated with certain capital expenditures related to replacing and rehabilitating

infrastructure systems. Aqua America also operates in jurisdictions in which it

may bill utility customers in accordance with a rate tiling that is pending before the

respective regulatory commission, as well as in jurisdictions that authorize the use

of expense deferrals and amortization in order to provide for an impact on its

operating income by an amount that approximates the requested amount in a rate

request. in addition, certain states in which Aqua America operates use a

surcharge or credit on bills to reflect changes in certain costs, such as changes in

state tax rates, other taxes and purchased water, until such time as the costs are

incorporated into base rates.
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Q28. IT DOESN'T APPEAR THAT LQSWC is ACTUALLY COMPARABLE To

THE SAMPLE WATER UTILITIES.
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l A28. It really isn't, for the reasons I have stated. Constraints on the rate making process

in Arizona make it difficult to obtain approval of rates that allow Arizona water

and wastewater utilities to recover the costs of service it will actually incur during

the period when new rates are put in place, which can be several years beyond the

test year. Risks are higher for LQSWC and the required return on equity should be

above the level required by water utilities that operate in states that do not have

such limitations imposed, either by law or by agency policy, on the rate-setting

process. Unfortunately, as I testified, the approaches commonly used to estimate a

utility's cost of equity require market data, which is not available for smaller

companies and utilities operating exclusively in Arizona, like LQSWC.

result, much larger, public companies must be used as proxies.

But the emphasis on proxy is very important. The criteria established by the

Supreme Court in decisions such as Bluefeld Water Works require the use of

comparable companies, Le., companies that would be viewed by investors as

having similar risks. A rational investor would not regard LQSWC as having the

same level of risk as Aqua America or even Connecticut Water. Consequently, the

results produced by the DCF and CAPM methodologies, utilizing data for the

sample utilities, often understate the appropriate return on equity for a regulated

water utility provider.

i
21

22
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24 A29. Schedule D-4.3 shows that the capital structure of LQSWC at June 30, 2009

contains 73.9 percent debt and 26.1 percent equity, compared to the average of the

water utility sample of 46.9 percent debt and 53.1 percent equity.

25

26

Q29. YOU PREVIOUSLY DISCUSSED FINANCIAL RISK, WHICH is

RELATED TO A FIRM'S CAPITAL STRUCTURE. HOW DO THE

CAPITAL STRUCTURES OF THE SAMPLE WATER UTILITIES

COMPARE To LQSWC?

22
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I Q30. IS THERE A RELATIONSHIP BETWEEN A UTILITY'S CAPITAL

STRUCTURE AND ITS COST OF CAPITAL?

E

1

2

3 A30. Yes. Generally, when a firm engages in debt financing, it exposes itself to greater

4 risk. Once debt becomes significant relative to the total capital structure, the risk

5 increases in a geometric fashion compared to the linear percentage increase in the

6 debt ratio itself. This risk is illustrated by considering the effect of leverage on net

7 earnings. For example, as leverage increases, the equity ratio falls. This creates

8 two adverse effects on the investor. First, equity earnings decline rapidly and may

9 even disappear. Second, die "cushion" of equity protection for debt falls. A

10 decline in the protection afforded debt holders, or the possibility of a serious

l l decline in debt protection, will act to increase the cost of  debt f inancing.

12 Therefore, one may conclude that each new financing, whether through debt or

13 equity, impacts the marginal cost of future financing by any alternative method.

14 For a firm already perceived as being over-leveraged, this additional borrowing

15 would cause the marginal cost of both equity arid debt to significantly increase. On

16 the other hand, if the same firm instead employed equity funding, this could

17 actually reduce the real marginal cost of  additional borrowing, even if  the

18 particular equity issuance occurred at a higher unit cost than an equivalent amount

19 of debt.

20 Having more debt in its capital structure indicates that LQSWC has more

21 financial risk than the water utility sample. Equally important, smaller utilities

22 cannot support the same level of debt as larger utilities and smaller utilities tend to

23 have less debt in their capital structures as a result. The fact the LQSWC has

24 significantly more debt in its capital structure than the large publicly traded utilities

25 is a serious concern. Smaller utilities face higher business and operational risk as

26 compared to larger utilities which magnify the financial risk of higher debt levels.E 23
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1

B. Overview of the DCF and CAPM Methodologies

Q31. PLEASE EXPLAIN THE GENERAL APPROACHES TO ESTIMATING

THE COST OF CAPITAL.

2)

T

1 in their capital structures.

2

3

4

5 AS I, There two broad approaches:

6 1) identify comparable-risk sample companies and estimate the cost of

7 capital directly, and,

8 find the location of the CML and estimate the relative risk of the

9 company that jointly determines the cost of capital.

.10 The DCF model is an example of a method falling into the first general

11 approach. It is a direct method. but uses only a subset of the total capital market

12 evidence. The DCF model rests on the premise that the fundamental value of an

13 asset (stock) is its ability to generate future cash flows to the owner of Mat asset

14 (stock). I will explain the DCP model in more detail later. For now, the DCF is

15 simply the sum of a stock's expected dividend yield and the expected long-term

16 growth rate. Dividend yields are readily available, but long-terrn growth estimates

17 are more difficult to obtain.

18 The CAPM is an example of a method falling into the second general

19 approach. It uses information on all securities rather than a small subset. I will

20 explain the CAPM in more detail later. For now, the CAPM is a risk-retum

21 relationship, often depicted graphically as the CML. The CAPM is the sum of a

22 risk-tree return and a risk premium.

23 Each of these two methods has their own way of measuring investor

24 expectations. In the final analysis, ROE estimates are subjective and should be

25 based on sound, informed judgment rationally articulated and supported by

26 competent evidence. I have applied several versions of the DCF, and two versions

I 24
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1 of the CAPM to "bracket" the fair cost of equity capital for LQSWC, but without

taking into account the additional risks that LQSWC possesses.

c . Explanation of the DCF Model and Its Inputs

Q32. PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF

EQUITY.

A32. The DCF model is based on the concept that the current price of a share of stock is

equal to the present value of iilture cash flows from the purchase of the stock. In

other words, the DCF model is an attempt to replicate the market valuation process

that sets the price investors are willing to pay for a share of a company's stock. It

rests on the assumption that investors rely on the expected returns (Le, cash flow

they expect to receive) to set the price of a security. The DCF model in its most

general font is :

12] PT = CF]/(l+k) + CF;/(l+k)2 + + CF#(1+k)"

where k is the cost of equity, n is a very large number, PU is the current stock price,

and, CF l, CF2,...CFu are all the expected future cash flows expected to be received

in periods 1, 2, n.

Equation (2) can be written to show that the current price (Pg) is also equal

|
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P0 = CF]/(1+k) + CF;/(1+k)2 + + P/(l+k)'

where P is the price expected to be received at the end of the period t. If the future

price (P) included a premium (an expected increase in the stock price or capital

gain), the price the investor would pay today in anticipation of receiving that

premium would increase. In other words, by estimating the cash flows from the

purchase of a stock in the form of dividends and capital gains, we can calculate the

investor's required rate of return, Le., the rate of return an investor presumptively

used in bidding the current price to the stock (PO) to its current level.

[3]

25
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Equation [3] is a Market Price version of the DCF model. As with the

general form of the DCF model in equation [2], in the Market Price approach the

current stock price (PT) is the present value of the expected cash inflows. The cash

flows are comprised of dividends and the final selling price of the stock. The

estimated cost of equity (k) is the rate of return investors expect if they bought the

stock at today's price, held the stock and received dividends through the transition

period, and then sold it for price (P),

Q33. CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE MARKET

PRICE VERSION OF THE DCF MODEL?

Yes. Assume an investor buys a share of common stock for $40. If the expected

dividend during the coming year is $2.00, then the expected dividend yield is 5

percent ($2.00/$40 = 5.0 percent). If the stock price is also expected to increase to

$43.00after one year, this $3.00 expected gain adds an additional 7.5 percent to the

expected total rate of return (83.00/$40 = 7.5 percent). Thus, the investor buying

the stock at $40 per share, expects a total return of 12.5 percent (5 percent dividend

yield plus 7.5 percent price appreciation). The total return of 12.5 percent is the

appropriate measure of the cost of capital because this is the rate of return that

caused the investor to commit $40 of his capital by purchasing the stock.=
;
z

l Q34. PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE DCF

MDDEL.
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Under the assumption that future cash flows are expected to grow at a constant rate

("8"), equation [2] can be solved for k and rearranged into the simple form:

k = CF1/P0 + g

where CF1/P0 is the expected dividend yield and g is the expected long tern

dividend (price) growth rate ("g"). The expected dividend yield is computed as the

ratio of next period's expected dividend ("CF,") divided by the current stock price

[4]
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("PT"). This form of the DCP model is known as the constant growth DCF model

and recognizes that investors expect to receive a portion of their total return in the

form of current dividends and the remainder through future dividends and capital

(price) appreciation. A key assumption of this form of the model is that investors

expect that same rate of return (k) every year and that market price grows at the

same rate as dividends. This has not been historically true for the water utility

sample, as shown by the data in Schedule D-4.4 and Schedule D.4.5. As a result,

estimates of long-term growth rates (g) should take this into account.

Qs5. ARE THERE ANY GENERAL CONCERNS ABOUT APPLYING THE DCF

MODEL TO UTILITY STOCKS?
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A35. There are a number of reasons why caution must be used when applying the DCF

model to utility stocks, First, the stock price and dividend yield component may be

unduly influenced by structural changes in the industry, such as mergers and

acquisitions, which influence investor expectations. Second, the DCF model is

based on a number of assumptions which may not be realistic given the current

capital market environment. The traditional DCF model assumes that the stock

price, book value, dividends, and earnings all grow at the same rate. This has not

been historically true for the sample water utility companies. Third, the application

of the DCF model produces estimates of the cost of equity Mat are consistent with

investor expectations only when the market price of a stock and the stock's book

value are approximately the same. The DCF model will understate the cost of

equity when the market-to-book ratio exceeds 1.0 and conversely will overstate the

cost of equity when the market-to-book ratio is fess than 1.0. The reason for this is

that the market-derived return produced by the DCF is often applied to book value

rate base by regulators. Fourth, the assumption of a constant growth rate may be

unrealistic, and there may be difficulty in Finding an adequate proxy for the growth

I 27



Q36. LET'S TURN TO THE SPECIFIC INPUTS USED IN YOUR DCF MODELS.

WHAT DATA HAVE YOU USED T() COMPUTE THE EXPECTED

DIVIDEND YIELD (CFJP0) IN YOUR MODELS?

I

Q37. WHAT MEASURES OF GROWTH ("g") HAVE you USED?

s
:

1 rate. Historical growth rates can be downward based as a result of the impact of

2 anemic historical growth rates in earnings, mergers and acquisitions, restructuring,

3 unfavorable regulatory decisions, and even abnormal weather patterns. Further, by

4 placing too much emphasis on the past. the estimation of future growth becomes

5 circular.

6

7

8

9 A36. First, I computed a current dividend yield (CF0/P0). The expected dividend yield

10 (CHI/Po) is the current dividend yield (CFU/P0, times one plus the growth rate (g). I

l l used the spot price for each of the stocks of the water utilities in the sample group

12 as reported by the Value Line Investment Analyzer for November 20, 2009 for P0.

13 The current dividend (CF0) is the dividend for the next year as reported by Value

14 Line. In my schedules, the current dividend yield is denoted as (D0/P0), where DO

15 is the current dividend and Po is the spot stock price. (D1/Pa) is used to denote the

16 expected dividend yield in the schedules.

17

18 l A37. For my primary DCF growth estimate, I have used analyst growth forecasts, where

available, from four dif ferent, widely-followed sources: Zack's Investment

Research, Morningstar, Yahoo Finar:ce6, and Value Line Investment Survey.

Schedule D~4.6 reflects the analyst estimates of growth. The currently available

estimates from these four sources provide at least two estimates for each of d'le

sample water utility companies. When there is no estimate of forward-looking

growth for a utility in the water utilities sample, I have assumed investors expect

19

20

21

22

23

24

25

26 I e Yahoo Finance analyst estimates provided by Thompson Financial.

28



the growth for that utility to equal the average of growth rates for the other water

utilities in the sample.

Q 3 8 .  W H Y  D I D  Y O U  U S E  F O R E C A S T E D  G R O W T H  R A T E S  A S  Y O U R

PRIMARY ESTIMATE OF GROWTH?

I

l

2

3

4

5

6

7

8

9

10
7

11

12

13

14

A38. The DCF model requires estimates of growth that investors expect in the future and

not past estimates of growth that have already occurred. Accordingly, use as a

primary estimate of growth analysts' forecasts of growth. Logically, in estimating

future growth, f inancial institutions and analysts have taken into account all

relevant historical information on a company as well as other more recent

information. To the extent that past results provide useful indications of future

growth prospects, analysts' forecasts would already incorporate that information.

In addition, a stock's current price reflects known historic infonnation on that

company, including its past earnings history. Any further recognition of the past

will double count what has already occurred. Therefore, fowvard-looking growth

15 rates should be used. 1
I

16 Q39. W HAT OTHER ESTIMATES OF GROW TH DID YOU USE?

17

18

19

20

A39. I used the 5-year historical average growth rates in the stock price, book value per

share ("BVPS"), earnings per share ("EPS") and dividends per share ("DPS")

along wide the average of analyst expectations. Using the historical average of

price, BVPS, EPS, and EPS growth is reasonable because investors know that, in

21 equilibrium, common stock prices, BVPS, EPS and DPS will all grow at the same

22

23

7.

| i
24 I

25

David A. Gordon, Myron J. Gordon and Lawrence I Gould, "Choice Among Methods of
Estimating Share Yield," Journal of Port olio Management (Spring 1989) 50-55. Gordon,
Gordon and Gould found that a consensus of analysts' forecasts of earnings per share growth for
the next five years provides a more accurate estimate of growth required fn the DCF model than
three different historical measures of growth (historical EPS, historical DPS, and historical
retention growth). They explain that this result makes sense because analysts would take into
account such past growth as indicators of futuregrowth as well as any new information.26

29
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|

1

2

3

4

5

6

7

rate and would take information about changes in stock prices and growth in BVPS

into account when they price utilities' stocks. As I stated earlier, a basic

assumption of the DCF model is that the stock price, BVPS, EPS and DPS all grow

at the same rate. While l believe this growth rate gives further recognition to the

past that is already incorporated into analyst estimates of growth, I have been

criticized by Staff in the past for not giving direct consideration to past growth

rates in my estimate of growth.

Q 4 0 .  W H A T  O T H E R  C O N C E R N S  D O  Y O U  H A V E  O N  T H E  U S E  O F

HISTORICAL DPS GROWTH IN YOUR DCF ESTIMATE OF GROWTH?

11

T

8 i
g

i t A40. Although I have used historical DPS growth in my estimate, I believe the use of

historical DPS growth depresses the growth rate. Attachment 1 shows the constant

12 growth DCF results using historical DPS growth. The result is 7.0 percent. While

13 this is above the current cost of investment grade bonds at 6.3 percent, four of the

14 six indicated cost of equity estimates are well below the cost of investment grade

15 bonds. It is important to keep in mind that there is a great deal of empirical

16 evidence demonstrating that, on average, stocks are riskier than bonds and thus

17 achieve higher returns. Morningstar, for example, annually publishes its

18 comprehensive study of historical returns on stocks and bonds.8

19 Putting aside the potential distortions to the result produced by the DCF

20 model caused by structural changes to the industry and abnormal weather

21 conditions, it does not make sense to employ growth rates that result in indicated

22 equity returns less than the cost of debt, especially when those results fly in the

23 face of a large body of empirical evidence. Investors would not bid up the price of

24 a utility stock if the expected return is equivalent to returns on bonds and other debt

25

26 1 as Morningstar, Ibbofs0n SB81 2009 Valuation Yearbook.

z
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| investments. As the CML depicted previously illustrates, common stocks are

higher and to the right of investment grade bonds on the CML continuum because

they are riskier investments. Again, the empirical evidence supports this

conclusion. The results using historical DPS growth are unreasonable.

Q41. W HY DID YOU NOT USE ANALYST ESTIMATES OF DPS GROW TH?

A41. Primarily because only one source provides dividend growth estimates (Value

Line). Further, Value Line only provides estimates for three of the six companies

in my proxy group. The lack of analyst DPS estimates makes these estimates very

poor proxies for growth .

D. Explanation of the CAPM and its Inputs

Q42. PLEASE EXPLAIN THE CAPM METHODOLOGY FOR ESTIMATING

THE COST OF EQUITY.

r!

|

z

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A42. As I already indicated, the CAPM is a type of risk premium methodology that is

often depicted graphically in a form identical to the CML. Put simply, the CAPM

formula is the sum of a risk-free rate plus a risk premium. It quantities the

additional return required by investors for bearing incremental risk. The risk-free

rate is the reward for postponing consumption by investing in the market. The risk

premium is the additional return compensation for assuming risk.

The CAPM formula provides a formal risk-remm relationship premised on

die idea that only market risk matters, as measure by beta. The CAPM formula is:

U) k = Rt + aRm-R->
where k is the expected return, Rf is the risk-free rate, Rm is the market return, (Ry

Rm) is the market risk premium, and B is beta.

The dithculty with the CAPM is that it is a prospective or fowvard-looking

model while most of the capital market data required to match the input variables

above is historical.
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I Q43. WHAT Is THE RISK-FREE RATE?1

2 A43. It is the return on an investment with no risk, The U.S. Treasury rate serves as the

3 basis for the risk-free rate because the yields are directly observable in the market

4 and are backed by the U.S. government. Practically speaking, short-term rates are

5 volatile, fluctuate widely and are subject to more random disturbances than long-

6 term rates. In short, long-term Treasury rates are preferred for these reasons and

7 because long-term rates are more appropriately matched to securities with an

8 indefinite life or long-term investment horizon .

9

10 1 A44. Beta is a measure of the relative risk of a security and the market. In other words,

11 it is a measure of the sensitivity of a security to the market as a whole. This

Q44. WHAT is BETA AND WHAT DOES IT MEASURE?

sensitivity is also known as systematic risk. It is estimated by regressing a

security's excess returns against a market portfolio's excess returns. The slope of

A security with a beta greater than 1.0 is

A security with a beta less than 1.0 is
lI

|

12

13

14

15

16

17

1.8

19

20

21

22
L-
l

the regression line is the beta.

Beta for the market is 1.0.

considered riskier lean the market.

considered less risky than the market.

There are computational problems surrounding beta. It depends on the

return data, the time period used, its duration, the choice of the market index, and

whether annual, monthly, or weekly return figures are used. Betas are estimated

with error. Based on empirical evidence, high betas will tend to have a positive

error (risk is overestimated) and low betas will have a negative error (risk is

underestimated).9

i Q45. WHAT DID YOU USE AS THE PROXY OF THE BETA FOR LQSWC?

23

24

25

26 | Evidence, Journal' Q/'Economic Per.s;>ec1ive.s'(Summer 2U04)25-46.

9 Eugene F. Fama and Kenneth R. French. "The Capita] Asset Pricing Model: Theory and
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Q46. WHY?

l

Q47. PLEASE EXPLAIN THE MARKET RISK PREMIUM?

I u

1 A45. I used the average beta of the sample water utility companies. Betas were obtained

2 from Value Line Investment Analyzer (November 20, 2009). Value Line is the

3 source tor estimated betas that I regularly employ along with the Commission's

4 Staff and is widely accepted by financial analysts. The average beta as shown on

5 Schedule D-4, 13 is 0.80. I should note that because LQSWC is not publicly traded,

6 LQSWC has no beta. I believe that LQSWC, if it were publicly traded, would have

7 a higher beta than the sample water utility companies.

8

9 I A46. Smaller companies are more risky than larger companies. In Chapter 7 of

10 Morningstar's lb bofson SEB] 2009 Valuation Yearbook, for example, lbbotson

l l reports that when betas are properly estimated, betas are larger for small companies

12 than for larger companies. As I will explain later, Ibbotson also finds that even

13 after accounting for differences in beta risk, small firms require an additional risk

14 premium over and above the added risk premium indicated by differences in beta

in risk.

16 ,

17 i A47. The market-risk premium (Rm-Rf) is the return an investor expects to receive as

18 compensation for market risk. It is the expected market return minus the risk-free

19 rate. Approaches for estimating the market risk premium can be historical or

20 prospective.

21 Since expected returns are not directly observable, historical realized returns

22 are often used as a proxy for expected returns on the basis that the historical market

23 risk premium follows what is known in statistics as a "random walk." if the

24 historical risk premium does follow the random walk, then one should expect the

25 risk premium to remain at its historical mean. Based on this argument, the best

26 estimate of the future market risk premium is the historical mean. iVIorningstar's
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SBB] Valuation Edition 2009 Yearbook provides historical market returns for

various asset classes from 1926 to 2008. This publication also provides market risk

premiums over U.S. Treasury bonds, which make it an excellent source for

historical market risk premiums.

Prospective market risk premium estimation approaches necessarily require

examining the returns expected from common equities and bonds. One method

employs applying the DCF model to a representative market index such as the

Value Line 1700 stocks (the Value Line Composite Index). The expected return

from the DCF is measured for a number of' periods of time, and then subtracted

from the prevailing risk-free rate for each period to arrive at market risk premium

for each period. The market risk premium subsequently employed in the CAPM is

the average market risk premium of the overall period.

t Q48. How MANY MARKET RISK PREMIUM ESTIMATES YOU

PREPARE IN CONNECTION WITH YOUR ASSIGNMENT FOR LQSWC?

DID

1 prepared two market risk premium estimates: An historical market risk premium

and a current market risk premium.

Q49.

|
How DID YOU ESTIMATE THE HISTORICAL MARKET RISK

PREMIUM?

1used the Morningstar's Ibborson S88! 2009 Valuation Yearbook measure of the

average premium of the market over long-term treasury securities from 1926

Lhrough 2008. The average historical market risk premium over long-term treasury

securities is 6.5 percent.; Q50. HOW DID YOU ESTHVIATE THE CURRENT MARKET RISK PREM] UM?

1

1~

2
3
4
5
6
7
8
9

10
11

12
13
14
15 A48.
16
17
18
19 A49.
20
21
22
23 1
24 A50.
25
26

I derived a market risk premium by, first, using the DCF model to compute an

expected market return for each of the past 12 months using Value .Line's

projections of the average dividend yield and average price appreciation (growth)

34
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I

on the Value Line 1700 Composite Index. I then subtracted the average 30~year

Treasury yield for each month from the expected market returns to arrive at the

expected market risk premiums. Finaiiy, I averaged the computed market risk

premiums to determine the current market risk premium. The data and

computations are shown on Schedule D-4.11. The average current market risk

premium is 13.28 percent. The current market risk premium is not surprising given

the financial markets and economic conditions of the past couple of years and the

continued uncertainty expected in the capital markets in the future.

Q51. HAS THE COMMISSION STAFF EMPLOYED A CURRENT MARKET

RISK PREMIUM IN THE PAST?

A5l. Yes. However, Stat"f's estimation of the current market risk premium is somewhat

different. Staff uses a DCF model to compute the current market risk premium as I

do. However, Staff uses the median annualized projected 3-5 year price

appreciation on the Value Line 1700 stocks in conjunction with the median

dividend yield onthe ValueLine 1700 stocks on a specific date.

Q52. WHAT DO YOU ADOPT AS THE RETURN FOR THE RISK-FREE RATE?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A52. I use long-term Treasury bond rates as the measure of the risk-free return for both

CAPM and cost of equity estimates. Morningstar's Ibbofson SBBI 2009 Valuation

Yearbook explains on page 47 that the appropriate choice for the risk-free rate is a

return that is no less than the expected return for long-term Treasury securities.

Thus, when determining an estimate of the risk-free rate, it is appropriate to adopt a

return that is no less than the expected return on the long-term Treasury bond rate.

Both of my CAPM estimates are based on a projected estimate of the long-term

treasury rates for 2011-2012 of 5.2% as shown on Schedule D-4.10. The 2011-

2012 timeframe is the period when new rates will be put in place for LQSWC.
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E. Financial Risk Adjustment

Q53. PLEASE EXPLAIN YOUR FINANCIAL RISK ADJUSTMENT TO

REFLECT LQSWC'S LOWER LEVEL OF DEBT IN ITS CAPITAL

STRUCTURE AS COMPARED TO THE SAMPLE WATER UTILITIES?

I

i

.1

:

1

2

3

4

5

6

7

8

9

10

l 1

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A53. My financial risk estimation is based upon Me methodology developed by

Professor Hamada of the University of Chicago, which incorporates the beta of a

levered firm to that of its unlevered counterpart. The equation is

[or = Bull + (1 - T)<p]

where BL and lu are the levered and unlevered betas, respectively, T is the tax rate,

and up die leverage, defined as the ratio of debt and equity of the firm. In simple

terns, 1 unlevel the average beta of the six publicly traded water utilities in my

sample using a ratio of the market value of debt and the market value of equity.

While I can compute the market value of equity of the sample water utilities based

on the current number of shares outstanding and the current stock price, estimating

the market value of debt is much more difficult. For purposes of my analysis, I

assume the market value of debt is the book value. This is a reasonable assumption

and is conservative. Once the unlevered beta is determined, l reliever the beta using

the capital structure of LQSWC. For the market value of equity I multiplied

LQSWC's book value of equity times the average market-to-book ratio of the

sample water utilities. For LQSWC's debt, I assume the market value of debt is

equal to the book value.

The relevered beta is then used in my CAPM models, and the new CAPM

results are compared to my original CAPM results. The computed difference is the

basis of my financial risk adjustment. My computation of the financial risk

adjustment can be found in tables D-4.13. D-4.14, and D-4.15.
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Qs4. WHAT IS THE COMPUTED FINANCIAL RISK ADJUSTMENT?

A54, A upward adjustment 0f230 basis points.

1

2

3

4  I  A5 5 .

1
Q55. DO YOU HAVE ANY CONCERNS ABOUT THE HAMADA METHOD?

Yes. In order to use this method, I have made the assumption that the average beta

of the sample water utilities is the beta for LQSWC, Since LQSWC is a much

smaller firm than the sample water utilities, I would expect the beta to be higher.

Consequently, the financial risk adjustment is likely understated.

5

6

7

8

9 Q56,

F. Company Specific Risk Premium

PLEASE DISCUSS YOUR COMPANY SPECIFIC RISK PREMIUM.
I

10 A56. As I testif ied earlier, LQSWC is not directly comparable to the sample water

utilities because of its small size and the regulatory environment in Arizona. The

characteristics such as small size, lack of diversification, limited revenue and cash

flow, small customer base, lack of liquidity, as well as the magnitudes of reguiatory

and construction risk are common to smaller water utilities regardless of the

regulatory jurisdiction. These characteristics and magnitudes of risk are unique

only in the sense that die large publicly traded water utilities (including the

companies in the proxy group) do not possess these same characteristics and

magnitudes of risk. With respect to Arizona regulation, the use of historical test

year with limited out of period adjustments and the lack of adjuster mechanism

increases the risk to LQSWC.

Qs'/. PLEASE DISCUSS SIZE RISK FOR SMALL UTILITY COMPANIES. |

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A57, Investment risk increases as the firm size decreases, all else remaining constant.

There is a great deal of empirical evidence that the firm size phenomenon exists.

Morningstar's Ibbotson S881 2009 Valuation Yearbook (Chapter 7) reports that

smaller companies have experienced higher returns that are not fully explainable

by their higher betas and that beta is inversely related to company size. In other

37
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words, smaller companies not only have higher betas but higher returns than larger

ones. Even after accounting for differences in beta risk, small companies require

an additional risk premium over and above the added risk premium indicated by

differences in beta risk. Dr. Zepp also reported evidence that the stocks of small

water utilities, like LQSWC, are more risky than the stocks of larger water utilities,

such as those in the water utilities sampie.10 Even the California PUC conducted a

study that showed smaller water utilities are more risky than larger ones." Based

on this evidence, it is clear that investors require higher returns on small company

stocks than on large company stocks.

I have included in Schedule D-4.16 the results of an lb b otson study using

annual data reporting the size premium based upon Finn size and return data

provided in Morningstar Ibborson SBBI 2009 Valuation Yearbook and information

contained in a published work by Dr. Thomas M. Zepp. I have estimated that a

small company risk premium in the range of 99 to 181 basis points is appropriate.

i Qss. WHAT COMPANY SPECIFIC RISK PREMIUM DO YOU RECOMMEND

FOR LQSWC?

A58. To be conservative, I conclude that a company specific risk premium of no less

than 100 basis points is warranted for LQSWC to account for its smaller size and

degree of regulatory risk.

I Qs9.

G. Summary and Conclusions

HAVE YOU PREPARED A SCHEDULE WHICH SUMMARIZES YOUR

EQUITY COST ESTIMATES AND PRESENTS YOUR

RECOMMENDATIONS?I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

10 Thomas M. Zepp, "Utility Stocks and the Size Edi"ect Revisited ", The Quarterly Review
-Economics and Finance, Vol. 43, Issue 3, Autumn 2003, 578-582.

it Staff Report 011 Issues Related to Small Water Utilities, June 10, 1991 and CPUC Decision 92-
03.093.
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.1

l

;

3

4

5

6

7

8

9

10

11

12
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14
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16
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19

20
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23
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25
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A59. Yes. The equity cost estimates and my recommendations are summarized in

Schedule D-4.1.

In the first part of my analysis, I applied two versions of the constant growth

DCF model. One uses analyst estimates of growth and the other uses historical

growth and analyst expectations. See Schedules D-4.8. The DCF models produce

an indicated equity cost in the range of ll percent to 12.6 percent, with a

midpoint of 1 l .9 percent.

In the second part of my analysis, I applied two versions of the CAPM - a

historical risk premium CAPM and a current market risk premium CAPM. The

CAPM analyses appear in Schedule D-4. 12 and produce an indicated cost of equity

in the range of 10.4 percent to 15.8 percent, with a midpoint of 13.1 percent.

In the third part of my analysis. l compute a financial risk adjustment to

account for the lower level of debt in LQS WC's capital structure compared Te the

sample water utilities. My recommendation is that an upward financial risk

adjustment of no more than 230 basis points be applied to LQSWC's cost of

equity. My financial risk adjustment analysis is shown in schedules D-4.13, D-

4.14. and D-4..

In the fourth pan of my analysis.. I reviewed the financial literature on the

small firm size effect and detennined that an appropriate small company size

premium for small utilities like LQSWC is in the range of 99 to 181 basis points.

See Schedule D-4.16. I also considered the risks for LQSWC from Arizona

regulation. My recornrnendation is that an upward adjustment for company

specific risk ono less than 100 basis points be applied to LQSWC's cost of equity.

The range of results of both my DCF and CAPM analyses and other risk

adjustments is 14.7 percent to 18,1 percent, with a mid-point of 16.4 percent. See

Schedule D-4.1 .
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Q60. WHAT EQUITY RETURN DO YOU RECOMMEND?

A60. My recommended return on equity based on LQSWC's capital structure is 16.0. It

is well below do mid-point of the range of my over-all results and reflects the

application of my expertise and informed judgment to reach a recommendation that

I felt 1 could defend in this proceeding.

Q61. DOES THAT CONCLUDE YOUR DIRECT TESTIMONY ON COST OF

CAPITAL?

I

2

3

4

5

6

7

8

g

10 g

A6I. Yes.

11

4

12

13

14

15

16

17

18

19

20

21

22

23

24

25
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EXHIBIT

'Ailmlrr'w

Exhibit A-4
Thomas J. Bourassa

Prepared Rebuttal Testimony
on Rate Base, Income

Statement and Rate Design

September 28-29, 2010 ACC Hearing
Las Quintus Serenes Water Company

Docket No. W-01583-09-0589
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BEFORE HIE ARIZONA CORPORATION commlssIon

IN THE MATTER OF THE
APPLICATION OF LAS QUINTAS
SERENAS WATER co., AN
ARIZONA CORPORATION, FOR (i) A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND (ii) AN INCREASE
IN ITS WATER RATES AND
CHARGES FOR UTILITY SERVICE
BASED THEREON.

DOCKET no. W-01583A-09-0589

PREPARED TESTHvIONY

REBUTTAL TESTIMONY OF

THOMAS J. BOURASSA

ON BEHALF OF LAS QUINTAS SERENAS WATER COMPANY

(RATE BASE, INCOME STATEMENT, RATE DESIGN)

August 23, 2010



ill__

1.
Q1.

INTRODUCTION AND PURPOSE OF TESTIMONY.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

QS. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

1

2

3
A1.

4

5

6
AS.

7

8

On behalf of the applicant, Las Quintal Serenes Water Company ("LQLQSWC" or

the "Company").

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE

INSTANT CASE?

AS.

I
Yes, my direct testimony was submitted in support of the initial application in this

docket. There were two volumes, one addressing rate base, income statement and

rate design, and the odder addressing cost of capital.

Q4. WHAT Is THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filing by Staff More

specifically, this first volume of my rebuttal testimony relates to rate base, income

statement and rate design for LQSWC. In a second, separate volume of my

testimony, I also present an update to the Company's requested cost of capital as

well as provide responses to Staff on Me cost of capital and rate of return applied to

the fair value rate base, and the determination of operating income.

SUMMARY OF LQSWC'S REBUTTAL POSITION

WHAT Is THE REVENUE INCREASE THAT THE COMPANY Is

PROPOSING IN THIS REBUTTAL TESTHVIONY?

9 QS.

10

11

12

13

14
15 A4.

16

17

18

19

20
21 H.

22 Qs.

23

24

25

26

A5. The Company is proposing a total revenue requirement of $685,047 which

constitutes an increase in revenues of $196,777, or 40.30% over adjusted test year

revenues.

1
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Q6. HOW DOES THIS COMPARE WITH THE COMPANY'S DIRECT

FILING?

In due direct filing, the Company requested a total revenue requirement of

$691,799, which required an increase in revenues of $203,528, or 41.68%.

WHY Is THE REQUESTED REVENUE INCREASE LOWER IN LQSWC'S

REBUTTAL FILING?

While the Company is recommending a. higher rate of return of 9.44 percent

compared to 9.03 percent in its direct filing, in its rebuttal filing, LQSWC has

adopted a number of adjustments recommended by Staff, as well as proposed a

number of adjustments of its own based on known and measurable changes to the

test year. The net result of these adjustments is: (1) the Company's proposed

operating expenses have decreased by $4,819, from $440,721 in the direct filing to

$435,901 and a net decrease of $109,680 in rate base from the direct tiling of

$2,109,539 to $1,999,859.

QB. PLEASE SUMMAR1ZE THE COMPANY'S REBUTTAL RATE BASE

ADJUSTMENTS?

The rebuttal rate base adjustments proposed by the Company are summarized as

follows: ,

Plant Retirements - The Company has adopted the Staff recommendation to

adjustment plant for retirements. Plant in service ("PIS") is reduced by $7,488.

1
2
3 A6.
4
5 QS.

6
7 A7.
8
9

10
11
12
13
14
15
16
17 AB.
18
19

20
21
22

23
24
25

26

Debt Financing Costs - The Company has adopted Staff recommendation to

remove debt financing costs from PIS. PIS is reduced by $185,625.

Plant Not Used and Useful -.. The Company has adopted Staff recommendations

regarding plant not used and useful and has made a corresponding adjustment to

2
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4;

advances-in-aid of construction ("AIAC") that was used to fund this plant through

a refundable line extension agreement. PIS is reduced by $20,918 and advances-

in-aid of construction ("AIAC") is reduced by $20,918.

I

Accumulated Depreciation - The Company proposes to remove accumulated

depreciation ("A/D") totaling $33,281 related to the removal of retirement costs,

financing costs, and not used and useful plant from PIS.

Accumulated Deferred Income Taxes - The Company proposes to include

accumulated deferred income taxes ("ADIT") as an asset of $77,709 reflecting the

Company proposed PIS, A/D, CIAC, and AIAC.

Customer Security Deposits - The Company has adopted Staffs recommendation

to include customer security deposits totaling $7,475 in rate base in order to help

minimize the issues between the parties.

QS. WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE

1NCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF

THE PROCEEDING?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A9.

21

22

23

24

25

26

The proposed revenue requirements and proposed rate increases are as follows :

Revenue Requirement Revenue Inch. % Increase

$691,799 $203,528 41.68%

$648,334 $160,064 32.78%

$685,047 $196,777 40.30%

Company-Direct

Staff

Company Rebuttal

3
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Company-Direct

Staff

Company Rebuttal

$1,911,646

1 111. RATE BASE

2 Q10. WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

3 BASE RECOM1V1ENDAT1ONS ?

4 Al0. Yes, Me rate bases proposed by the parties in the case, are as follows:

5 OCRB FVRB

6 $2,109,539 $2,109,539

7 $1,911,646

8 $1,999,859 $1,999,859

9

10

11 Q11. WOULD YOU PLEASE DISCUSS THE com1>Any's PROPOSED

12 ORIGINAL COST RATE BASE, AND IDENTIFY ANY ADJUSTMENTS

13 YOU HAVE ACCEPTED FROM STAFF?

14 A11. The Company's rebuttal rate base adjustments to OCRB are detailed on rebuttal

15 schedules B~2, pages 3 through 6. Rebuttal Schedule B-2, page 1 and 2,

16 summarize the Company's proposed adjustments and Me rebuttal OCRB .

17 Rebuttal B-2 adjustment 1, as summarized on Rebuttal Schedule B-2, page

18 2, consists of three adjustments labeled as "A", "B", and "C" on Rebuttal Schedule

19 B-2, page 3.

20 Adjustment A reduces PIS for a retirement of plant costing $7,488. This

21 adjustment reflects the adoption of Staff proposed adjustrnent.1

22 Adjustment B, of rebuttal B-2 adjustment 1, removes debt issuance costs

23 which were inadvertently included as part of new arsenic treatment facilities in die

24

A. Plant-in-service.

25

26 1 See Direct Testimony of Crystal S. Brown ("Brown Dt.") at 6.

4



Company's direct filing. This adjustment reflects the adoption of Staff proposed

adjustment.2

Adjustment C, of rebuttal B-2 adjustment 1, removes $41,000 of plant that

is not used and useful. Staff proposes a similar adjustment While both the

Company and Staff propose to remove $41,000 of plant costs, the Company

removes $20,082 from plant account 311 - Pumping Equipment and $20,918 from

plant account 331 -- Transmission and Distribution Mains. On Me other hand, Staff

removes all of  Me plant costs f rom plant account 331 - Transmission and

Distribution Mains.

Q12. WHY Dm THE COMPANY REMOVE PLANT COSTS FROM PLANT

ACCOUNTS 311 AND 331?

Because that is doe recommendation of the Staff Engineering witness, Mr. Marlin

Scott. 4

Q13. DO STAFF AND THE COMPANY AGREE ON THE PLANT-IN-SERVICE

BALANCE?

Yes. Both Staff and die Company propose a PIS balance of $3,594,472.5

However, there are some differences in the individual plant account balances as the

result of differences between Staff and the Company as which accounts related to

the removal of plant not used and useful are adjusted as discussed previously.

1

2

3

4

5

6

7

8

9

10

11

12 A12.

13

14

15

16 A13.

17

i s

19

20

21

22

23

24

25

26

B. Accumulated Depreciation.

Q14. PLEASE EXPLAIN YOUR ADJUSTMENTS TO ACCUMULATED

DEPRECIATION.

2 See Brown Dt. at 6-7.
3 Ill at 7-8.

4 See Table H-l in Direct Testimony of Marlin Scott Ir. ("Scott Dt.") at 8.
5 Compare Staff Schedule CSB-3 and Company Rebuttal Schedule B-2, page l.

5



Rebuttal B-2 adjustment 2, as summarized on Rebuttal Schedule B-2, page 2,

consists of one adjustments labeled as "A", "B", "C", and "D" on Rebuttal

Schedule B-2, page 4.

Adjustment A reflects a decrease to accumulated depreciation ("A/D") for

the plant retirement totaling $7,488. This a corresponding adjustment to the

retirement of plant as discussed above.

Adjustment B reflects a decrease to A/D for the depreciation related to debt

issuance costs that were included in the Company's A/D balance in its direct filing.

This a corresponding adjustment to the removal of debt issuance costs from plant

as discussed above. . .

Adjustment C reflects a decrease to A/D for the plant not used and useful

totaling $20,605. This a corresponding adjustment to the removal of plant not used

and useful as discussed above.

Adjustment D reflects the reconciliation adjustment to the computed balance

of A/D as shown on Rebuttal Schedule B-2, pages 3.10.

Q15. DO STAFF AND THE COMPANY AGREE ON THE ACCUMULATED

DEPREICATICN BALANCE?

1 A14.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A15.

19

20

21

22

23

24

25

26

No. The Company recommends an A/D balance of $1,044,147 whereas Staff

recommends and A/D balance of $1,002,426.6 The difference of $41,721 is due, in

part, to the amount of depreciation that is removed for not used and useful plant.

Staff appears to remove $41,000 of depreciations whereas the Company removes

$20,605 of depreciations .-- a difference of $20,395. The remaining difference in

A/D of $21,326 ($4l,721 less $20,395) appears to be related to the amount of

6 Compare Staff Schedule CSB-3 and Company Rebuttal Schedule B-2, page 1.

1 See Staff Schedule CSB-8, page 7 of 7.

s See Company Rebuttal Schedule B-2, page 4.

6
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depreciation computed for 2009 (ending June 30). I believe Staff should have

computed depreciation expense for nine months rather than six months for 2009.9

The reason for this is that, as with the Company's Rebuttal Schedule B-2 (pages

3.5 to 3.10) where accumulated depreciation is re-computed for all years, all of the

years prior to 2009 employ a fiscal year-end date of September 3010. For 2009, the

end-date is June 30. There are nine months between September 30, 2008 and June

30, 2009, not six months.

c. Advances-in-aid of Construction ("AIAC").

Q16- PLEASE DISCUSS THE COMPANY'S ADJUSTMENT TO ADVANCES-IN-

AID OF CONSTRUCTION?

Al6. In rebuttal B-2 adjustment 3, as shown on Schedule B-2, page 2, the Company

proposes a decrease to AIAC of $20,918 to reflect the funding of the plant not used

and useful which has been excluded from PIS and rate base. The $20,918 of

transmission and distribution mains removed from PIS is related to due Santa Cruz

Meadows subdivision. A copy of the refundable line extension agreement is

attached as Rebuttal Exhibit TJB-RB1. Staff does not propose a similar adjustment

to AIAC.

D. Accumulated Deferred Income Taxes ("ADITs").

Q17. PLEASE EXPLAIN THE coMpAre's

ACCUMULATED DEFERRED INCOME TAXES.

REBUTAL PROPOSED

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

9 A review of Staffs work papers indicates a 6 month period for the depreciation computation for 2009 was used.

10 Company's fiscal year is from July 1 to September 30.

7
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The Company proposes accumulated deferred income taxes ("ADIT") in rate base

in response to Staffs proposal to include ADIT. In rebuttal B-2 adjustment 4, as

shown on Schedule B-2, page 2, the Company's ADIT (an asset) $84,951. The

ADIT reflects the Company's rebuttal proposed PIS, A/D, CIAC and AIAC. The

details of the Company's rebuttal proposed ADIT adjustment is shown on Schedule

B-2, page 6.

Q18. HOW DOES STAFF'S PROPOSED ACCUMULATED DEFERRED

INCOME TAX BALANCE COMPARE To THE COMPANY'S?

A18. Staff proposes a net ADIT liability of $31,307 compared to the Company's ADIT

asset of $77,709. Staff' s ADIT reduces rate base, where as the Company's ADIT

increases rate base. The primary difference between Staff and the Company with

respect to ADIT is in the recognition of deferred taxes associated with net

operating loss (NOL) carry forward from bonus depreciation. The Company's

ADIT recognizes this component of ADIT whereas Staff's does not.

Q19. PLEASE EXPLAIN WHAT A NET OPERATING Loss CARRY

FORWARD is AND HOW IT GENERATES DEFERRED INCOME TAXES.

1 A17.
2
3
4,
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

A.l9. For starters, let me provide some background. With the enactment of the

Economic Stimulus Act of 2008 (ESA) in February 2008 a special 50 percent

depreciation allowance for qualifying property purchased in 2008. In essence, a

business could deduct 50 percent of the cost for tax purposes under die bonus

depreciation provisions. The purchase of qualifying property had to be made by

the end of 2008. A year later, the American Recovery and Reinvestment Act

(ARRA) extended the bonus depreciation deduction through the end of 2009.

Attempts to have Congress extend the bonus depreciation provisions through 2010

have thus far been unsuccessful.

8
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Q20. WHAT WAS THE PURPOSE OF THE BONUS DEPRECIATION

PROVISIONS?

A20. The purpose of the bonus depreciation provisions was to encourage investments by

enabling businesses to write them off more quicldy for tax purposes.

Q21. PLEASE CONTINUE.

A21. For the Company's tax year 2009 (October 1, 2008 to September 30, 2009), the

Company elected to take bonus depreciation on assets 'm purchased and placed into

service during the tax year. The resulting total tax depreciation deduction was

over $1 million. Book depreciation for this same period was about $34,000. The

large tax depreciation deduction far exceeded the Company's income and the result

was a NOL (die excess of allowable deductions over gross income) for 2009.

Q22. ARE THERE TAX BENEFITS ASSOCIATED WITH A NET TAX

OPERATING LOSS?

A22. Yes. An NOL can be used to reduce a tax liability by applying the NOL incurred

in a current fiscal year against income reported in earlier years (tax loss carry back)

and in future yeas (tax loss carry forward). IRS tax rules permit carrying back

losses over the three prior years, resulting in a tax refund. A tax loss carry forward

(NOL carry forward), on the other hand, is an NOL charged against income in

future years .

Q23. WILL THE COMPANY CARRY BACK TIIE NET OPERATING Loss

FROM 2009 TO THE EXTENT IT CAN OFFSET PRIOR YEAR TAX

LIABILITIES?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A23. Yes. And, I have accounted for this in my ADIT computations so that rate payers

receive the benefit of Me resulting book-tax timing difference through the end Of

9
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the year. 11 The remaining unused NOL will be carried forward to offset future tax

liabilities. In other words, Me NOL will provide future tax benefits as an offset to

future taxable income and accordingly results in an ADIT asset.

Another way to looking at the NOL carry forward in the instant case is that

not all of the bonus depreciation deduction could be utilized by the Company to

offset income for tax purposes. Basically, the NOL represents unused tax

depreciation that will be used (deducted) against future income for tax purposes.

The tax benefits from the unused bonus depreciation can be accounted for in the

ADIT computation by either recognizing the tax benefit as a separate component of

ADIT (as is shown in the Compatly's ADIT computation as an NOL carry-forward

and a tax asset component12) Q by adding back the unused bonus depreciation to

the tax value of PIS. Adding back the unused bonus depreciation will lower the

difference between the book and tax fixed asset values and will ultimately lower

the ADIT liability component of ADIT. Either way, the ADIT balance will be the

same. Without recognition of the NOL carry forward, the ADIT balance at the end

of the test year will be incomplete and a mismatch will occur between rate base,

revenues, and expenses.

Q24. DOES THE STATEMENT OF FINANCIAL ACCOUNTING STANDARDS

NUMBER 109 REQUIRE THE RECOGNITION OF BOOK-TAX TIMING

DIFFERENCE FROM AN OPERATING Loss CARRY FORWARD?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A24.

22 1

23

24

25

26

13
Yes.

II See Company Rebuttal Schedule B-2, page 6, line 12.

Hz See Company Rebuttal Schedule B-2, page 6.2, footnote 5.
13 Statement of Financial Accounting Standards No. 109,Financial Accounting Standards Board, 1992, p. ll.

10



E. Customer Security Deposits.

"*-.

Q25. PLEASE CQMMENT ON STAFF PROPOSAL TO INCLUDE CUSTOMER

SECURITY DEPOSITS IN RATE BASE.

A25. Stab recommends the inclusion of customer security deposits (key deposits)

totaling $7,475 in rate base (a reduction in rate base).l4 While the Company

disagrees with the inclusion of customer deposits in rate base it has adopted Staff' s

proposal to help eliminate issues between the parties.

Q26. DOES THE COMPANY PAY INTEREST ON KEY DEPOSITS?

A26. No. These are not security deposits to secure the payment from customers: randier,

they are deposits to insure the return of keys given to customers to provide access

to standpipe service. Accordingly, I have not included any interest expense

associated with these deposits in operating expenses.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

I v . INCOME STATEMENT

Q27. WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

REBUTTAL ADJUSTMENTS TO REVENUES AND EXPENSES AND

IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM

STAFF?

A27. The Company's proposed rebuttal adjustments are detailed on Rebuttal Schedule

C~2, pages 1-6. The rebuttal income statement with adjustments is summarized on

Rebuttal Schedule C-l, page 1-2.

Rebuttal adjustment annualized depreciation and amortization expense.

Depreciation and amortization expense is somewhat lower due to the impacts of the

Company proposed rebuttal adjustments to plant-in-service.

1
22

23

24

25

26 14 michuk Dr. at 10.
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Q28. IS THERE AGREEMENT BETWEEN STAFF AND THE COMPANY ON

THE LEVEL OF DEPREICATION EXPENSE?

A28. No. Despite having the same total balance of PIS at $3,594,47215, Statler's

recommended level of depreciation expense is higher diam die Compally's by

$12,919". The primary reason for this difference is a computational error

contained in Staff determination of depreciation expense. Specifically, Staff uses

an 'incorrect depreciation rate for account 331 - Transmission and Distribution

mains. The depreciation rate used in Stay's computation is 3.33 percent" whereas

Staffs recommended rate is 2.0 percent.18 Using Staffs plant balance of $883,616

for account 331, the depreciation expense should be $17,762 ($883,616 times

2.0%) and not $29,424 as shown in the Staff scheduleslg - a difference of $11,752

($29,424 minus $17,762).

WHAT Is THE REMAINING DEFFIERNCE IN THE RECQMMENDED

DEPRECIATION EXPENSE BETWEEN THE PARITES?

A29. Two other relatively minor differences are the cause of the difference between

Staff and the Company with respect to depreciation expense. The first relates to

the removal of not used and useful plant. The Company removes $20,082 of not

used and useful plant cost from acct 311 - Pumping Equipment whereas Staff

removes the $20,082 of cost from account 331 - Transmission and Distribution

Mains. This was discussed earlier in my rebuttal testimony at page 5. These two

accounts have different depreciation rates20. because Staff made itsAnd,

1

2
3
4
5
6
7
8
9

10
11
12
13 Q29.

14
15
16
17
18
19
20
21
22

23
24
25

26

is Compare Stat? Schedule CSB-15 and Company Rebuttal Schedule C-2, page 2.

16 Staf f  recommends  deprec iat ion expense of  $124,300 per  Staf f  Schedule CsB- l5 whereas  the Company
recommends depreciation expense of $111,381 per Company Schedule C-2, page 2.

17 See Staff Schedule CSB-15, line 9, column D.
18 See Table 1-1 of Staff Exhibit MSI at page 16..

19 See Staff Schedule CsB-l5, line 9, column E.

Eu For plant account 311 - Pumping Equipment, the depreciation rate is 12.5 percent and for plant account 331 -

Transmission and Distribution mains, the depreciation late is 2.0 percent.

12
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Q30. PLEASE COMMENT ON STAFF'S CIAC AMORTIZATION RATE USED

IN THE COMPUTATION OF DEPREICATION EXPENSE. .

l adjustment for not used and used plant to a plant account wide a lower depreciation

2 rate, Staff computes more depreciation expense.

3 The second minor difference relates to the amount of CIAC amortization

4 contained 'in each of the party's depreciation computations. Staff employs a higher

5 CIAC amortization rate at 3.84 percent Man does the Company at 3.57 percent.

6 The higher amortization rate results in a higher amortization amount there by

7 lowering depreciation expense.

8

9

10 A30. Staff computes amortization of CIAC using a composite rate based on depreciable

l l plant only.21 Staffs Composite rate is higher as a result. All things being equal,

12 Staff's composite rate results in a higher amount of CIAC amortization. The

13 higher amount of CIAC amortization results in a lower amount of depreciation and

14 amortization expense. The Company employs a CIAC amortization rate based on

15 a composite of all plant in service which is the correct method of determining the

16 composite rate.

17 Q31. WHY?

1.8 All. Under the concept of using a composite rate for amortization of CIAC, a key

19 assumption is that CIAC is used to fund all plant, not just depreciable plant.

20 Further, Staff's approach to computing a composite rate is inconsistent with the

21 composite rates used to re-compute accumulated amortization of CIAC through the

22 end of the test year." If a composite rate based on only depreciable plant were

23 used to re-compute CIAC amort izat ion through the end of  the test year,

24 accumulated amortization of CIAC would be higher. As a result, net CIAC would

25

26
21 See Staff Schedule CSB-15.

Hz See Company Direct Schedule B-2, page 5.1 to 5.3 .

13
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be lower and rate base would be higher. Yet, Staff has not disputed the Company's

accumulated CIAC balance.

Q32. PLEASE CONTINUE.

Using the correct composite rate is revenue neutral. This is because the

depreciation expense will be exactly offset by the CMC amortization.

CAN YOU DEMONSTRATE THIS?

Yes. Assume dirt a utility has $10 of non-depreciable plant such as land and $90

of depreciable plant funded with $100 of CIAC. Rate base is zero ($l00 minus

$100). The depreciation rate for depreciable plant is 3.33% and the annual

depreciation is $3 ($90 times 3.33%). The composite rate for amortizing CIAC

using all plant, not just depreciable plant is 2.96% ($3 divided by $l00). The

annual amortization of CIAC is $3 ($l00 times 3%). Thus, the annual depreciation

of $3 is exactly offset by the annual amortization of $3 so dire is zero net impact

on operating expense. Rate base also continues to be zero into the future.

Depreciable net plant is reduced by $3 and net CIAC is reduced by $3 .

In contrast, Staffs approach has a negative impact on cash flows related to

depreciation and amortization. Using Me example above, the composite rate for

amortizing CIAC using just depreciable plant is 3.33% ($3 divided by $90). The

annual amortization of CIAC is $3.33 ($l00 times 3.33%). Thus, the annual

depreciation is $3 and it is offset by annual amortization of $3.33 resulting in a

negative cash flow of $0.33.

PLEASE CONTINUE WITH YOUR DISCUSSION OF THE OTHER

REVENUE AND EXPENSE ADJUSTMENTS.

1

2
3
4 A32.

5
6 Q33.
7 A33.

8
9

10
11
12

13
14
15
16
17
18
19
20

21
22 Q34.

23
24 A34.

25
26

Rebuttal adjustment number 2 increases property tax expense and reflects the

rebuttal proposed revenues. All the parties are in agreement on the method of

14
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computing property taxes at proposed rates, but each computes the property taxes

based on their proposed revenues.

Rebuttal adjustment 3 reduces testing expense by $3,161 to reflect known

and measurable changes to this expense. This adjustment reflects the Colnpany's

acceptance of Staff' s proposed adjustment to water testing expense."

Rebuttal adjustment 4 reflects the synchronization of interest expense with

the Company's proposed rate base.

Rebuttal adjustment 5 reflects income taxes at Conlpany's proposed rates.

Q35. PLEASE COMMENT ON STAFF'S PROPOSED RATE CASE EXPENSE.

I

At this stage of the proceeding, Staff and the Company agree on the total amount of

proposed rate case expense of $80,000. However, Staff proposes to normalize rate

case expense over 4 years for an annual amount of $20,000 while die Company

proposes to amortize rate case expense over 3 years for an annual amount of

$26,667. The Company believes a 3 year period is appropriate M the instant case

whether a normalized or amortized.

DOES THE COMPANY EXPECT To FILE ANOTHER RATE CASE

WITHIN 3 YEARS, AND, IF so, WHY?

I

Yes, because there are expected increases 'm operating expenses that are not being

captured in the revenue requirement in the instant case. In addition, the Company

has an aging inti*astructure that will require the replacement of several miles of old

transmission and distribution mains24. Because of severe cash flow problems over

the past several years the Company has not made typical operational expenditures,

hired appropriate levels personnel, and has not begun to address its needed capital

|

1
2

3
4
5
6
7
8

9
10 A35.

11
12
13
14
15
16 Q36.
17
18 A36.

19
20

21
22
23
24
25
26

23 Brown DT. at 10.
24 The anticipated capital expenditures to replace mains over the next 3 years are over $900,000. After three years,

the Company anticipates to spend between $300,000 and $400,000 annually for several more yeas.

15
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improvements. While forgoing dlese expenditures has helped to get the Qompany

through the last few years this situation is not sustainable in the long-term.

Q37. HASN'T THE COMPANY ASKED THE WATER INFRASTRUCTURE

AND FINANCE AUTHORITY TO LOWER ITS DEBT PAYMENTS

TEMPORARILY?

Yes. The Company contacted the Water Infrastructure Authority of Arizona

("W IFA") in June 2009 because of severe cash flow problems. In fact, this was

one of die reasons the Company has sought new rates. In any case, WIFA granted

the Company's request, but the reduction is only temporary and payments will

begin to resume their required levels in the next few rondos.

|
Q38. WHAT ARE THE MONTHLY WIFA REQUIRED PAYMENTS?

The required month WIFA payments for debt service and debt reserves are slightly

over $18,000. Annually, this requires cash flows of over $217,000.

Q39. IF A RATE INCREASE is GRANTED IN THE INSTANT CASE, WOULD

THE COMPANY'S CASH FLOW SITUATION IMPROVE?

1

2

3

4

5

6 A37.

7

8

9

10

11

12 A38.

13

14

15

16 A39.

17

18

19

20

21

22

23

24

25

26

Yes. Of course, the ability of the Company to cash flow its debt payments and

begin to address its needed capital improvements will ultimately depend on the size

of the increase granted. Further, Me ability to attract additional capital in order to

make the needed improvements will also be dependent upon the increase granted

and the ability of the Company to earned its authorized return. Having said that, as

the Company invests more capital, and hires additional personnel, it will need

additional rate increases in order to earn its authorized rate of return and be able to

continue to attract new capital and maintain its credit. The Company should be

filing another rate case in the next 2-3 years to minimize its losses and to sustain

long-term financial health.

I
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v. RATE DESIGN

Q40. WHAT ARE THE COMPANY'S REBUTTAL PROPOSED RATES?

$20.00

$30.00

$50.00

$100.00

$160.00

$320.00

$500.00

$1,000.00

$20.20

I
COMMODITY RATES

5/8" X %" Meters

W' Meters

I
I

1" Meters

1 W' Meters

1 to 4,000 gals

4,001 to 10,000 gals

Over 10,000 gals

1 to 4000 g8.1S

4,001 to 10,000 gals

Over 10,000 gals

1 to 25,000 gals

Over 25,000 gals

1 to 50,000

Over 50,000

1 to 80,000

s 1.86

s 2.36

s 2.96

s 1.86

$ 2.36

s 2.96

s 2.36

$ 2.96

S 2.36

$ 2.96

$ 2.36I

1

2

3 A40. LQSWC's rebuttal proposed rates are:

4 MONTHLY SERVICE CHARGES

5 5/8" x 3/4" meters

6 3/4" Meters

7 1" Meters

8 1 1/2" Meters

9 2" Meters

10 3" Meters

11 4" Meters

12 6" Meters

13 Standpipe

14

15

16

17

18

19

20

21

22

23

24

25

26 2" Meters

17



I

3" Meters

4" Meters

6" Meters

Standpipe

Over 80,000

1 to 160,000

Over 160,000

1 to 250,000

Over 250,000

1 to 500,000

Over 500,000

0 to 4,000 gals

4,001 to 23,000 gals

Over 23,000 gals

Eliminated

s 2.96

s 2.36

s 2.96

s 2.36

s 2.96

s 2.36

$ 2.96

$ 1.90

S 2.36

$2.96

Arsenic Surcharge

Q41. WHAT WILL BE THE AVERAGE 5/8 INCH CUSTOMER AVERAGE

MONTHLY BILL UNDER THE NEW RATES?I
As shown on Schedule H-2, page 2, the average monthly bill under proposed rates

for a 5/8 inch customer using an average 10.768 gallons is $43.84 ... a $10.89

increase over the present monday bill or a 33.05 percent increase.

Quiz. PLEASE COMMENT ON THE STAFF PROPOSED R.ATE DESIGN.

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A41.

16

17

18

19 A42.

20

21

22

23

24

25

26

Like the Company, Staff is proposing an inverted three tier design for the smaller

metered customers (5/8 inch and % inch) and an inverted two tier design for the 1

inch and larger metered customers). Staff break-over points are similar to the

Company's but are higher than the Company's particularly for the 1 % inch and

larger metered customers. However, like the Company, Staffs break-over points

increase with meter size. And, like the Company, the first tier commodity rate of

the l inch and larger metered customers is the same as the second tier of the small

I

18



l

metered customers. The second tier of die 1 inch and larger metered cWtomers is

the same as the third tier of die small residential metered customers.

While the Company and Staff rate designs produce very similar results wide

respect to revenue recovery from the monthly minimums as well as from the

monthly minimums and the first tier commodity rates. I have included as Rebuttal

Exhibit TJB-RB2 schedules showing the revenue recovery from die monthly

minimums and ate commodity rates under present rates and under the proposed

rates for each of the parties.

Q43. WHAT IS THE DISTINQUISHING CHARACTERISTIC BETWEEN THE

PARTY'S RATE DESIGNS FOR WHICH YOU HAVE CONCERNS?

In fact, the differential between die t`1rst and second tier

I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A43. The first tier commodity rate for Me small metered customers is relatively low. In

fact, Staff only increases the first tier commodity rate by about 15 percent over the

present first tier commodity rate. This relatively low f`Lrst tier commodity rate is

only available to the smaller meter customers. Further, in order to make up the

revenues dirt would otherwise be captured by a higher first tier commodity rate for

the smaller metered customers, the second tier and third tier commodity rates have

to be much higher.

commodity rate under Staflf's rate design is $1.00 (an increase of 82.6 percent over

the present second tier commodity rate) and the differential between the second and

third tier commodity rate under StarT's rate design is $1.09 (an increase of 136.5

percent over the present second tier commodity rate). Also remember, the first tier

of the l inch and larger meters is the second tier of the smaller meters and the

second tier of the inch and larger meters is the third tier of the smaller meters.

So, the commodity rates available to the l inch and larger meters are increased

significantly. The result is more of a shift in revenue recovery away from the

smaller metered customers and to the larger metered customers.

1

I
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I
Q44. CAN YOU DEMONSTRATE THIS?

Q45. Is THERE ANY DISAGREEMENT BETWEEN THE STAFF AND THE

COMPANY REGARDING SERVICE LINE AND METER INSTALLATION

I
Q46. Is THERE ANY DISAGREEMENT BETWEEN THE STAFF AND THE

COMPANY REGARDING SERVICE LINE AND METER INSTALLATION

CHARGES?

I

1

2 A44. Yes. Under present rates, the 5/8x3/4 inch metered customers provide

3 approximately 67.0 percent of revenues. Under the Staff proposed rates, the

4 percentage drops to approximately 64.8 percent. Under the Company's proposed

5 rates, die percentage also drops, but only to 65.8 percent. The decrease in revenue

6 recovery, from the Company's largest customer class, has to be made up by the

.7 other customer classes." So, under Staff's design, more of the recovery is shiNed

8 to the other customer classes than is under the Company's rate design. I have

9 included as Rebuttal Exhibit TJB-RB3 schedules similar to the H-1 schedule for

10 both Staff and the Company which shows the percentage of total revenue recovered

l l from each customer class.

12

13

14 CHARGES?

15 A45. No. The Company has adopted the meter and service line installation charges

16

17

18

19 A46. No. The Company has adopted the meter and service line installation charges

20 proposed by Staff.

21 Q47. IS THERE ANY DISAGREEMENT BETWEEN THE STAFF AND THE

22 COMPANY REGARDING MISCELLANEOUS CHARGES?

23 A47. No.

24

25

26

I
I

Zs In particular, the 2 inch and 4 inch metered customers see an increase in the percent of revenues under proposed

rates

20



I
Q48. HAS THE COMPANY ACCEPTED STAFF RECOMMENDATION TO

CONTINUE WITH AN ARSENIC IMPACT HOOK-UP FEE AND OFF-

SITE FACILITIES HOOK-UP FEE?I
I

Yes. Rather than eliminate the Arsenic Impact Hook-up Fee and replace the

existing $250 Off-site Facilities Hook-up Fee as the Company recommended in its

direct tiling26, the Company accepts Staffs recommendation to continue with the

Arsenic Impact Hook-up Fee and the $250 Off-site Hook-up Fee.

I Q49. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes. Although my silence on any issue not discussed herein does not necessarily

constitute agreement with Staff.

I
I

I
I

1

2

3

4 A48.

5

6

7

8

9 A49.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
26 See Direct testimony of Thomas J. Bourassa ("Bourassa Dr.") at 17-18.

I
I
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Las Quintus Serenes Water Company

Docket No. W-01583A-09-0589

THOMAS J. BOURASSA
REBUTTAL TESTIMONY

(RATE BASE, INCOME STATEMENT, AND RATE DESIGN)
August 23, 2010

I EXHIBIT TJB-R131
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JN WITNESS WHEREGF, the parties hereto have executed this Agremnemt by their
autlmoxized individuals on the day, month, and year first above written.

UTILITY APPLICANT

h
4

1r

LAS QUINTAS sERB1~1As

33 38
Its:

e

Title Security Agency of Arizona, an Arizona

and not ether X

BEN8FICLAR ONSENT

compotation, as Trustequnder its Trust No. 898»

By:
Name*
Its:"T (wJ \ '

l
Tucson Land, L.L.C., an Arizona limited
liability company, as sole beneficiary of Tntst
No. 898 6 9 4g

}

b a # r e a n q d ¢ ' p / 49; v*

By:
4/4

Its:
I 4 / 4 4 1 m '

s

*.
{»

STATE OF ARIZONA

COUNTY OF PIMA

)
)ss.

)
4
I
v This tegument

Q QU as \f'(\Q QLQ_Q¥` of Las Quintal Serenes Water
Arizona corporation. » \

was acknowledged before me this 2é)**w1ay of January, 2006, by
Company, an

,;l<w@,; ,@Jula

l

My commission expires:
FRANCES BERNAL
Notary Public Arizona

Pima County
My Commission Expires

A911 13. 2008STATE OF ARIZONA

COUNTY OF PIMA

>
)as.

)

I
I

o s was aelmqwiedged before

corporation, as tee under :ts Tru§l No. 89

My commission expires:

Stwment
as Of T' e S

8, at

me this IQ day of January, 2006, by
security A nay of Arizona, an Arizona

o
e

l a \ KA-

I

~8r"»é'3'§'u°3'u¢
sTT3?s

' L1NOA ébnna$0w
I M Q=;\=z"1'a=.'°§, E:¢1re\ Novembgr17, 8°93,

I
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Las Quintal Serer as Water Company
Revenue Breakdown Summary

Company Present Rates

Attachment
Page 1

518x314 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

$
$

Commodity
Third Tier

44,023
562

$
$
$
$
$
$
$

Total
325,801

4,095
25,111
14,637
17,044
26,944

413,632Subtotal

Monthly
Mins+Surcharue
$ 97,680
$ 1 ,620
s 8,700
$ 4,620
$ 3,350
$ 5,400
$ 121,380

Commodity
First Tier

$
s
$
$
$
$
$

28,216
20

13,325
6,290
5,455
5,738

60,045

s
s
s
$
$
s
$

Commodity
Second Tier

155,882
1 ,893
3,085
3,728
8,229

14,806
187,623 $ 44,585

Standpipe
Fire Sprinkler

$
$

19,028
4B0

$ 14,433 $ 9,084 $ 24,899 $
$

67,445
480

Subtotal $ 19,508 $ 14,433 $ 9,084 $ 24,899 $ 67,925

TOTALS
Percent of Total
Cummulative %

$ 140,888

29.26%
29.26%

$ 74,478

15.47%
44.72%

s 196,707

40.85%
85.57%

$ 69,483

14.43%
100.00%

$ 4a1 ,557

100.00%



Las Quintas Serer as Water Company
Revenue Breakdown Summary

Company Proposed Rates

Attachment.
Page 2

5/8x3/4 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

$
$

Commodity
Third Tier

79,723
863

s
$
$
$
$
$
ssubtotal

s
$
$
$
$
$
$

Monthly
Mine
195,360

2,160
17,400

8,400
7,680

12,000
243,000

Commodity
First Tier

$ 7,705
$ 7
$  . 9,814
$ 5,343
$ 4,049
$ 5,136
$ 32,053

$
$
$
$
5
$
$

Commodity
Second Tier

185, 163
1 ,910
4,730
6,270

16,394
30,470

224,936 $ 80,585

Total
447,951

4,940
31,943
20,013
28,123
47,606

580,575

Standpipe
Fire Sprinkler

$
$

38,057
480

$ 3,277 s 6,733 $ 48,843 $
$

96,910
480

Subtotal $ 38,537 $ 3,277 $ 6,733 $ 48,843 $ 97,390

TOTALS

Percent of Total
Cummulative %

S 281,537
41.53%
41.53%

$ 35,330

5.21%
45.74%

$ 231,670

34.17%
80.91%

$ 129,428

19.09%
100.00%

$ 677,965

100.00%



Las Quinoas Serer as Water Company - Staff Proof
Revenue Breakdown Summary

Staff Proposed Rates

Attachment
Page 3

Commodity
Third Tier

S 81 ,132
$ 862

Total

5/8x314 Inch
3/4 Inch
1 Inch
1.5 !rich
2 Inch
4 inch

$
$
$
$
$
$
$

421,451
4,734

30,852
19,114
28,205
46,352

550,710Subtotal

$
$
$
$
$
$
$

Monthly
Mins
195,360

2,160
17,400

8,400
7,680

12,000
243,000

$
S
$
$
$
$
$

Commodity
First Tier

4,563
4

8,801
4,679
3,559
5,318

27,925

Commodity
Second Tier
$ 140,395
$ 1 ,707
$ 4,651
$ 6,035
$ 16,967
$ 28,034
$ 197,790 $ 81,995

Standpipe
Fire Sprinkler

$
$

38,057
4B0

$ 1,941 $ 4,883 $ 51,220 as
$

96,100
480

Subtotal $ 38,537 $ 1.941 $ 4,883 s 51,220 $ 96,580

TOTALS
Percent of Total
Cummulative %

$ 281,537

43.49%
43.49%

$ 29,866

4.61%
48.11%

s 202,673

31 .31 %
79.42%

$ 133,215

20.58%
100.00%

$ 647,290

100.00%



Las Quinoas Serenes Water Company
Docket No. W-01583A-09-0589

THOMAS J. BOURASSA
REBUTTAL TESTIMONY

(RATE BASE, INCOME STATEMENT, AND RATE DESIGN)
August 23, 2010

EXHIBIT TJB-RB3



Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Revenue Summary
Vwth Annualized Revenues to Year End Number of Customers

Exhibit
Page 1

Percent
of

Present
Water

Revenues

Percent
of

Proposed
Water

Revenues
Meter
Size

5/8X3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

s s

Percent
Change

37.78%
20.62%
25.69%
37.20%
65.00%
58.87%
38.99%

67.02%
0.84%
5.04%
3.02%
3.49%
3.94%

83.35%

65.81%
0.72%
4.52%
2.96%
4.11%
4.46%

82.57%Subtotal

Company
Present

Revenues
$ 327,234

4,095
24,612
14,758
17,044
19,237

405,979$ s

Company
Proposed
Revenues

450,859
4,940

30,934
20,245
be, 123
30,562

555,663 $

Dollar
Change

123,625
844

6,322
5,489

11 -079
11 ,325

158,684

Standpipe
Flre Sprinkler

$ 57,100
4B0

57,580

$ 98,222
480

96.702

$ 29,122

29,122

43.40%
0.00%

43.09%

13.74%
0.10%

13.84%

14.05%
0.07%

14.12%Subtotal

Total Revenuers before Annuaiization s 474,558 s 552,365 s 187.806 39.57% 97.19% 96.69%

Meter
Size

Company
Present

Revenues
Percent
Change

Percent
of

Present

Percent
of

Proposed

s

Company
Proposed Dollar
Revenues Chance

Revenue Annuallzation
(1,434) $ (2,908) $ (1,474)

1,009
(232)

499
(118)

510
(114)

5/8x3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

Q

102.84%
0.00%

102.33%
96.65%
0.00%

121 . 16%
124.13%

-0.29%
0.00%
0.10%

-002%
0.00%
1.58%
1.36%

-0,42%
0.00%
0.15%

-0.03%
0.00%
2.49%
2.18%Subtotal s

7,707
6,654 $

11,044
14,912 s

9,337
8,259

345 688 343Standpipe
Fire Sprinkler

99.28%
0.00%

0.07%
0.00%

0.10%
0.00%

Total Revenue Annualization

Total Revenues with Rev. Annual.

s

$

122.90%

40.79%

1 .43%

98.63%

2.28%

98.97%

Misc. Sew. Rev.
Armualization of Misc Service Rev.
Unreconciled Difference to C-1

0.00%
0.00%

-567.69%

1.388%
0.000%

-0.013%

0.989%
0.000%
0.044%

Tote\ Revenues s

15,600 $ 8,601

877,965 s 196,408

6,778 -

304 369

685,047 s 196,77/' 46.35% 100.60% 100.00%

L i ne

y
1
2
3
4
5
s
7
8
9

10
11
12
13
14
i s
i s
17
18
19
20
21
22
23
24
25
26
27
2B
29
30
31
3 2
33
34
35
36
37
38
39
40
41
4 2

6,999 $

481,557 $

8,778

(65)

488,270 s



I
Las Quinoas Serer as Water Company - staff Proposed Rates

Test Year Ended June 30, 2009
Revenue Summary

With Annualized Revenues to Year End Number of Customers

Exhibit
Page 2

Percent
Chance

Percent
of

Present
Water

Revenues

Percent
of

Proposed
Water

Revenues
Meter
Size

5/BX3l4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

s s

Dollar
Change

96,832
638

5,282
4,574

11,162
- 10,414
128.902

29.59%
15.59%
21.46%
31 .00%
65.49%
54.13%
31.67%

67.02%
0.84%
5.04%
3.02%
3.49%
3.94%

83.35%

64.85%
0.72%
457%
2.96%
4.31%
4.53%

81.94%Subtotal

Company
Present

Revenues
s 327,234

4,095
24,612
14,756
17,044
19,237

405,979$ $

. Staff
Proposed
Revenues

424,067
4,734

29,894
19,330
28,206
29,551

535,881 $

Standpipe
Fire Sprinkler

$ $ 95,492
480

95,972

$ 28,392

28,392

42.31%
0.00%

42.01%

13.74%
0. 10%

13.84%

14.60%
0.07%

14.68%Subtotal

57,100
480

67,5B0

Total RevenuersbeforeAnnualization $ 474,558 $ 631,853 $ 157,294 33.15% 97.19% 95.62%

Meter
Size

Company
Present

Revenues
Percent
Chance

Percent
of

Present

Percent
of

Proposed

$

Staff
Proposed Dollar
Revenues Chance

Revenue Annualizatlon
(1,434) $ (2,616) $ (1,182)

959 450
(215) (97)

499
(11 s)

5/8X3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

0

82_43%
0.00%

92.20%
82.24%
0.00%

118.71 as
122.87%

-0.29%
0.00%
0.10%
-0.02%
0.00%
1.58%
1.35%

-0.40%
0.00%
0.15%
-0.03%
0.00%
2.55%
2.27%Subtotal s

7,707
s,e54 $

16,701
14,829 s

8.995
8.175

345 609 283Standpipe
Fire Sprinkler 0

76.35%
0.00%

0.07%
0.00%

0.09%
0.00%

2.36%

Total RevenueswithRev. Annum!.

$

$

120.58%

34.42%

1.43%

98.63% 98.98%

Misc. Sew. Rev.
Annualization of Misc Service Rev.
Unreconciled Difference to C-1

0.00%
0.00%

6164%

1.388%
0.000%

-o.013%

1.036%
0.000%

-0.016%

Line
M L
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
i s
26
27
28
29
30
31
32
33 Total Revenue Annualization
34
35
36
37
38
39
40
41
42

Total Revenues s

5,999 s

4B1,557 $

5,778

(65)

488,270 s

15,437 s 8.439

647,290 $ 165,733

6.778 -

(105) (40)

553,963 s 165,693 33.93% 100.00% 100.00%

l
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Las Quintus Serenes Water Company
Docket No. W-01583A-09-0589

THOMAS J. BOURASSA
REBUTTAL TESTIMONY

(R.ATE BASE, INCOME STATEMENT, AND RATE DESIGN)
August 23, 2010

SCHEDULES



<

Las Qulntas Serer as Water Company
Test Year Ended June 30, 2009

Computation of increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rebuttal Schedule A-1
Page 1
\Maness: Bourassa

Fair Value Rate Base s 1 ,999,859

52,369Adjusted Operating Income

Current Rate of Return 2.62%

I $ 188.787

9.44%

$ 138,418

Required Operating Income

Required Rate of Return on Fair Value Rate Base

Operating Income Deficiency

Gross Revenue Conversion Factor 1.4425

Increase in Gross Revenue Revenue Requirement 196,777

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$
$

488,270
196,777
685\047
40.30%

Percent
Increase

Customer
Classification
5/8 Inch
3/4 inch
1 inch
1.5 inch
2 Inch
4 Inch

$ $ $

Dollar
Increase

123,625
844

6,322
5,489

11 ,o79
11 ,325

158,684

37.78%
20.52%
25.69%
37.20%
65.00%
58.87%
38.99%subtotal $

Present
Rates

327,234
4,095

24, 612
14,756
17,044
19,237

406,979 $

Proposed
Rates

450,859
4,940

30,934
20,245
28,123
30,562

565,663 $

$ $ $ 29,122Standpipe
Fire Sprinkler

43.40%
0.00%

43.09%Subtotal $

67,100
480

57,580 $

96,222
480

96,702 s 29,122

Subtotal Revenues before Annualization $ 662,365 $ 187,806 39.57%

8,60115,600
6,778

304
685,047

122.90%
0.00%

-567.69%
40.30%

Revenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues $

474,558 $

6,999
6,778

(65)
488,270 s $

369
196,777

Line
ng
1
2
3
4
5
5
7
8
9
10

.11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
28
27
28
29
30
31
32
33
34
35
36
37
CB
39
40
41
42

43
44
45
45
47
48
49

SUPPORTING SCHEDULES:
Rebuuan B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1



I

I Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Summary of Rate Base

Exhibit
Rebuttal Schedule B-1
Page 1
Wrtnessz Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility plant in Service
Less: Accumulated Depredation

s 3,594,472
1 ,044,147

$ 3,594,472
1,044,147

Net Utility Plant in Service $ 2,550,325 $ 2,550,325

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construdlon

Accumulated Amortization of CIAC

351 ,405

333,555

(83,901)

351,405

333,555

(83,901)

I
I

Service Line and Meter Installation Ches
Deferred Income Taxes & Credits
Customer Security Deposits

19,541
(77,709)

7,475

19,641
(77,709)

7,475

Plus:
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

Total Rate Base $ 1,999,859 s 1,999,859

I

Line

1
2
3
4
5
e
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38

SUPPORTING SCHEDULES:
Rebuttal B-2
Rebuttal B-3
Rebuttal B-5

RECAP SCHEDULES:
Rebuttal A-1
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I Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments

Exhibit
Schedule B-2
Page 1
VWtness: Bou Massa

Line

M

Actual
at

End of
Test Year

Proforma
Adjustment

Amount

Adjusted
at end

of »
Test Year

Gross Utility
Plant in Service $ 3,828,585 (234,1 13) $ 3,594,472

Less:
Accumulated
Depreciation 1 .077.428 (33,281) 1,044,147

Net Utility Plant
in Sewioe $ 2,751,157 $ (200,832) $ 2,550,325|

I
Less:
Advances in Aid of
Construction 372.323 (20,918) 351,405

Contributions in Aid of
Construction 333.555 333,555

(83,901)Accumulated Amory of CIAC (83,901)

19.641Service Line and Meter Instaliatiorr Cogs
Deferred Income Taxes 8= Credits
Customer Security Deposits

(77,709)
7.475

19,641
(77,709)

7,475

Plus:
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

Total S 2,109,539 $ (109,680) S 1 ,999.B59

|

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

36
37
38
39
40
41
42
i s
44
45
46
47
48

SUPPORTING SCHEDULES:
Rebuttal B-2, pages 2

RECAP SCHEDULES:
Rebuttal B-1

|
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|

Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - A

Exhibit
Schedule B-2
Page 3.1
\Mtness: Bourassa

|
I

Plant Retirement

Acct 331 - Pumping Equipment

Adjustment to Acct 331 - Pumping Equipment

Pump Bowl Assembly $ (7,488)

$ (7,488)

|
|

Line

8 . 4
1
2
3
4
5
B
7
8
g

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
Staff Schedule CSB-5

|

|



Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - B

Exhibit
Rebuttal Schedule B-2
Page 3.2
Vwtness: Bourassa

| Remove Debt Issuance Costs

Acct 320.1 - Water Treatment Equipment $ (185,625)

Adjustment to ACCI 820.1 - Water Treatment Equipment $ (185,625)

|

Line
No.
1
z
3
4
5
6
7
8
g

10
11
12
13
14
15
18
17
18
19
20

SUPPORTING SCHEDULES
Staff Schedule CSB-6



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - C

Exhibit
Rebuttal Schedule B-2
Page 3.3
Witness: Bourassa

Line
M L

$ (10,090)
(9,992)

$ (20,082)

$ (20,918)

$ (41 ,000)

$ (41 ,000)

1 Not Used and Useful Plant
2
3 Acct 311 - Electric'pumping Equipment
4 Well #6 - Natural gas well engine
5 Natural gas well engine - spare
8 Total Acct 311 - Electric Pumping Equipment
7
8 Acct 331 - Transmission and Distribution Mains
9 Sun Cruz Meadows Subdivision

10
11 Total Plant Not Used and Useful
12
13
14 Adjustment to Plant in Service
15
16
17
18
19
20

SUPPORTING SCHEDULES
Exhibit MSJ Table H-1
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Illll | ml l

Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - A

Exhibit
Rebuttal Schedule B-2
Page 4.1
V\htness: Bourassa

Line

NAL
1 Plant Retirement
2
3 Acct 331 - Pumping Equipment Pump Bowl Assembly $ (7,488)

4
5
B
7
8
g
10
11
12
13 SUPPORTING SCHEDULES
14 Rebuttal B-2, page 3.1
15
16
17
18
19
20

Adjustment to ND Acct 331 - Pumping Equipment $ (7,488)

J



I
Las Quintus Serenes Water Company

Test Year Ended June 30, 2009
Original Cost Rate Base Proforma Adjustments

Adjustment Number 2 - B

Exhibit
Rebuttal Schedule B-2
Page 4.2
Witness: Bourassa

Line
Me
1 Remove Debt Issuance Costs
2
3 Acct320.1 - Water Treatment Equipment added in 2009
4
5 Depreciation ($185,625 times 3.33% times 1/2 times 3/4)
6 .
7 Adjustment to ND for Acct 320.1 - Water Treatment Equipment

s (185,625)

$ (2,318)

$ (2,318)

8
g
10
11
12
13
14
15
16
17
18
19
20
21

SUPPORTING SCHEDULES
Rebuttal B-2, page 3.2

I
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Las Quintal Serenes Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - C

Exhibit
Rebuttal Schedule B-2
Page 4.3
Witness: Bourassa

$ (10,090)
(9,992)

s (20,082)

s (20,918)
$ (523)

s (20,605)

$ (20,505)

Line
Ne

1 Not Used and Useful Plant
2
3 Acct 311 - Electric Pumping Equipment
4 1996 Well #6 - Natural gas well engine fully depreciated
5 1997 Natural gas well engine - spare - fully depreciated
e Total Depreciation Acct311 - Electric Pumping Equipment
7
8 Acct 331 - Transmission and Distribution Mains
9 2008 Sun Cruz Meadows Subdivision
10 Depreciation ($20,91 B times 2% times 1.25 years)
11
12
13 Total A/D for Plant Not Used and Useful
14
15
16 Adjustment to ND for plant not used and useful
17
18
19
20
21
Hz

SUPPORTING SCHEDULES
Rebuttal B-z, page 3.3



Las Qulntas Serenes Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 3

Exhibit
Rebuttal Schedule B-2
Page 5
VWtnessz Bourassa

Line
m g

$ (20,918)

r

1 Advances-inaid of Construction 0'A1Ac"i
2
3 Remove AlAC funding for not used and useful plant
4 Sun Cruz Meadows Subdivision
5
5
1
a
g
10
11
12
13
14
15
18 Adjustment to AIAC for plant not used and useful
17
18
19
20 SUPPORTING SCHEDULES
21 Rebuttal B-2, page 3.3
zz

$ (20,918)
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I

Las Quintas Serer as Water Company
Test Year Ended June 30, 2009
Computation of Working Capital

Exhibit
Rebuttal Schedule B-5
Page 1
Witness: Bourassa

f

Line
N ;

$ 30,375
3.104

1
2
3
4 i

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Materials and Supplies
Prepaids

4,220
1 .583

.Total Working Capital Allowance $ 39,282

Working Capital Requested $ i

SUPPORTING SCHEDULES:
Rebuttal C-1
E-1

RECAP SCHEDULESz
Rebuttal B-1

CashworkinG Capital Detail

Adjusted
Test Year Results

$ 435,901

(19,507)
26,528

111,381
-

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

29
30
31

Total Operating Expense
Less:
income Tax
Property Tax
Depreciation
Purchased Water
Pumping Power
Allowable Expenses

1/8 of allowable expenses

$

s

74,502
242,997

30,375



Las Quintas Serer as Water Company
Test Year Ended June so, 2009

Income Statement

Exhibit
Rebuttal Schedule C-1
Page 1
Witness: Bourassa

Test Year
Adjusted
Results Adjustment

Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

$ 481,492 $ $ 481,492 $ 1961777 S 678,269
i

5,775
488,270 $

5.778
488,270

6,778
6B5,047$

$ 150,775

s

$ 150,775

s 196.777 s

$ 150,775
-Q

74,502
4,217

755
21,840

74,502
4,217

765
21,a40

74,502
4,217

765
21,840

-

5,568
7,408 (3,161)

6,558
4,247

5,568
4,247

11,874
7,012
2,825

11,874
7,012
2,825

11,874
7,012
2,825

Q

u

25,887
8,177

31
117,588 (6,205)

26,567
e,177

31
111,381

26,657
6.177

31
111,381

s
s

26,078
(23,603)
440,721

47,550
s
$

450
4,097

(4,819) $
4,819 $

26,528
(19,507)
435,901

52,369
$
$

50,359
60,359

136,418
$
$

26,528
40,852

496,260
188,787

(103,237) 6,781 (96,456) (96,456)
n

- s
$

Total Other Income (Expense)
Net Profit (Loss)

s
$

(103,237)
(55,6B7)

s
s

6,781
11,600

$
$

(96,456) $
(44,087) $ 136,418

(96,456)
92,331

Line

M
1 Revenues
2 Metered Water Reven us
3 Unmetered Water Revenues
4 Other Water Revenues
5
6 Operating Expenses
7 Salaries and Wages
B Purchased Water
9 Purchased Power

10 Fuel for Power Production
11 Chemicals
12 Materials & Supplies
13 Outside Services
14 Outside Sewices- Legal
i s Outside Services- Other
16 Water Testing
17 Equipment Rental
18 Rents
19 Transportation Expenses
20 Insurance - General Liability
21 Insurance - Health and Life
22 Reg. Comm. Exp.
23 Reg. Comm. Exp. - Rate Case
24 Miscellaneous Expense
25 Bad Debt Expense
26 Depreciation Expense
27 Taxes Other Than Income
28 Property Taxes
29 Income Tax
30 Total Operating Expenses
31 Operating Income
32 Other Income (Expense)
33 interest Income
34 Other income (loss)
35 Interest Expense
36 Other Expense
37
38
39

40
41
42
43

SUPPORTING SCHEDULES:
Rebuttal C-1, page 2

RECAP SCHEDULES:
Rebuttal A-1
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I Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rebuttal Schedule C-2
Page 2
Witness: Bourassa

Depreciation Expense

Line
N ;

1
2
3
4

Adjusted
Original

Cost
Proposed

Rates
Depreciation

Expense

217
12.229 407

309.094 10,293

123=768
1,740

1.977.069

15,471
58

65,835

99.895 2,218

903,698
2,427

101.418

18,074
81

a.448

1.137 75

28.308 1,888

23.292 g

2.592 130

317
*

Acct.
.hLQ=
301
302
303
304
305
305
307
308
309
310
311
320

320.1
320.2
330

330. 1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
345
347
34B

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res.
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment plant
Chemical Solution Feeders
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist Mains
Sewioes
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip.
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

3,165
4.424

0.00%
0.00%
0.00%
3.33%
2.50%
2.50%
3.33%
s.s7%
2.00%
5.00%
12.50%
3.33%
3.33%

20.00%
2.22%
2.22%
5.00%
2.00%
3.33%
8.33%
2.00%
8.67%
6.67%
6.57%
20.00%
20.00%
4.00%
5.00%
10.00%
5.00%
10.00%
10.00%
10.00%

SUBTOTAL $ 3,594,472 $ 123,296

Less: Amortization of Contributions $ 333.555 3.5721% $ (11,915)

$ 111,381

I
Total Depreciation Expense

Test Year Depreciation Expense 117,586

Increase (decrease) in Depreciation Expense (6,205)

Adjustment to Revenues and/or Expenses $ (6,205)

5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
35
37
38
39
40
41
42
43
44
45
46
47
48
49
50

51
52

53
54
55
56

SUPPORTING SCHEDULE
Rebuttal B-2, page 1
Rebuttal B-2, page 3

r Fully Depreciated



Las Qulntas Serenes Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Rebuttal Schedule C-2
Page 3
Witness: Bourassa

Property Taxes:

$

$
$

488,270
488,270
685,047
553,863

1 ,107,725

Adjusted Revenues in year ended 6/3D/09
Adjusted Revenues in year ended 6/30/09
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue. times 2
Add:
Construction Work in Progess at 10%
Deducli .
Book Value of Transportation Equipment

$

Full Cash Value
Assessment Ratio
Assessed Value
Properly Tax Rate

$ 1 ,107,725
21 %

232,622
11.4039%

Property Tax
Plus: Tax on Parcels

25,528
0

$ 26,528
26,078

___ 450

Total Property Tax at Proposed Rates
Adjusted Property Taxes per Direct
Change In Property Taxes _L

Line
no.
1
2
3
4
5
6
7
a
g

10
11
12
13
14
15
16
17
18
19
20
21
zz
23

24
25
26

27
2B

Adjustment to Revenues and/or Expenses s 450



Las Qulntas Serer as Water Company
Test Year Ended June 30, 2009

ADJUSTMENTS To REVENUES ANDIOR EXPENSES
Adjustment Number 3

Exhibit
Rebuttal Schedule C-2
Page 4
Witness: Bourassa

Water Testinll Expense

$ 4,247

7,408

Water Testing Expense per Staff

Test Water Tear Testing Expense

Increase (decrease) in Water Testing Expense $ (3,151)

Adjustment to Revenue andlor Expense $ (3,151)

Line
8%
1
2
3
4
5
5
7
B
9

10
11
12
13
14
15
15
17
18
19
20
21
22
23
24

SUPPORTING SCHEDULE
Staff Schedule CSB-13



Las Quintal Serenes Water Company
Test Year Ended June so, 2009

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Reburial schedule C-2
Page 5
V\ntness: Bourassa

Securitv Deposit Interest

s 7,475
6.00%

449

Test Year Security Deposits induced in fate base
Interest rate
Annual Interest Expense $

Increase (decrease) in interest expense $ 449_

Line
L E

1
2
3
4
5
6
7
8
g
10
11
12
13
14
i s
15
17
18
19
20

Adjustment to Revenue and/or Expense $ 449



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Rebuttal Schedule C-2
Page 5
Witness: Bourassa

Interest Synchronization

$Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

1,999,859
4.82%

$ 96,455

Test Year Interest Expense $ 103,237

Increase (decrease) in Interest Expense (6,781)

Adjustment to Revenue and/or Expense $ e,781

Weighted Cost of Debt Computation

Line
M
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Deb!

Equity

Total

s

s

s

Amount

1,725,175

B14,405

2,539,580

Percent

57.93%

32, 07%

100,00%

Cost

7. 10%

14.40%

Weighted

Cost

4.82%

4.52%

9.44%



\

Las Quinoas Serer as Water Company
Test Year Ended June so, 2009

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page 8
Witness: Bourassa

Income Tax Computation

Adjusted
with Rate
Increase

Taxable Income $ 133.183

Taxable Income

(53,594)

(63,594) $ 133,183

Income Before Taxes $ 133,183

$ 133,183

$ 9,280

5.97%
Less Arizona Income Tax
Rate :
Arizona Taxable Income $ 123.903

Arizona Broome Taxes $ 9,280

Federal Income Before Taxes

Less Arizona Income Taxes

$

$

$

133,183

9,280

123,903Federal Taxable Income

FEDERAL INCOME TAXES:
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

$
s
$
s
$

Federal Income Taxes s

7,500
6,250
8,500 Federal
9,322 Effective

- Tax
Rate

31,572 23.71%

Total Income Tax $ 40,852

Overall Tax Rate 30.67%

Line

_N
1
2
3
4
5
6
7
8
9

10
11
12
13
14 ,
15 Arizona Income Before Taxes

16
17
18
19
20 -
21
22
23
24
25
26
27

28
29
30
31
32
33
34
35
38
37
CB

39
40
41

42
43

44
45
46

Income Tax at Proposed Rates Effective Rate $ (19,507)



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Computation of Gross Revenue Conversion Factor

Exhibit
Schedule C-3
Page 1
Witness: Bourassa

Percentage
of

Incremental
Gross

Revenues
23.71%

Description
Federal Income Taxes

State Income Taxes 6.97%

Other Taxes and Expenses 0.00%

Total Tax Percentage 30.57%

Operating Income % = 100% Tax Percentage 69.33%

= Gross Revenue Conversion Factor1
Operating Income % 1 .4425

Line

1
2
3
4
5
6
7
8
9

10
11
12
13
14
i s
15
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rebuttal A-1
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Las Qulntas Serenes Water Company
Test Year Ended June 30, 2009

Revenue Summary ,
With Annualized Revenues to Year End Number of Customers

Exhibit
Rebuttal Schedule H-1
Page 1
Witness: Bourassa

Line Percent
Change

Percent
of

Present
Water

Revenues

Percent
of

Proposed
Water

Revenues
Meter
Size

5/8x3/4 InCh
3/4 inch
1 Inch

1.5 Inch
2 Inch
4 Inch

s $ 37.78%
20.62%
25.69%
37.20%
65.00%
58.87%
38.99%

67.02%
0.84%
5.04%
3.02%
3.49%
3.94%

83.35%

65.81%
0.72%
4.52%
2.95%
4.11 %
4.45%

82.57%Subtotal

Company
Present

Revenues
$ 327,234

4,095
24,612
14,758
11,044
19,237

405,979$ $

Company
Proposed
Revenues

450,859
4,940

30,934
20,245
28, 123
30,562

565,663 $

Dollar
Change

123,825
844

6,322
5,489

11 ,079
11 ,325

158,6B4

Standpipe
Fire Sprinkler

$ $ 95,222
480

95,702

s 29.122

29,122

43.40%
0.00%

43.09%

13.74%
0.10%

13.84%

14.o5%
0.07%

14.12%Subtotal

67,100
480

67,580

s 474,558 $ 6521365 $ 1 B7,806 39.57% 97.19% 96.59%

Meter
Size

Company
Present

Revenues
Percent
Change

Percent
of

Present

Percent
of

Proposed Schedule

$
Q -

Company
Proposed Dollar
Revenues Chance

Revenue Annualizatlon
(1,434) $ (2,908) $ (1,474)

1,009
(232)

499
(118)

510
(114)

518X3/4Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

-

Q

102.84%
0.00%

102.33%
95.65%
0.00%

121.16%
124.13%

-0.29%
0.00%
0.10%

-0.02%
0.00%
1.58%
1.36%

-0.42% C-2, page 5.1
0,00% C-2, page 5.2
015% C-2, page 5.3

-0.03% G2, page 5,4
000% 82, page 5,5
2.49% C-2, page 5,5
2. 18%Subtotal s

7,707
s,es4 $

17,044
14,912 s

9.337
83259

345 688 343Standpipe
Fire Sprinkler 9 Q

99.28%
0.00%

0.07%
0.00%

0.10% c>2_ Pane 5.7

0.00%

1 .43%

98.63%

2.28%$

s

122.90%

40.79% 9B,97%

Misc. Sew. Rev.
Annualization of Misc Service Rev.
Unreconciled Difference to C-1

0.00%
0.00%

-567.69%

1.388%
0.000%

-0.013%

0.989%
0.000%
0.044%

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15 Total Revenuers before Annualization
16
17
18
19
20
21
2 2
23
24
25
26
27
28
29
30
31
32
33 Total Revenue Annualization
34
35 Total Revenues MQ; Rev. Annual.
36
37
38
39
40
41 Total Revenues
42

s

6,999 s

481,557 s

6,778

(55)

488,270 s

15,500 s 8,601

577,965 s 196,408

e,778 -

304 369

685,047 s 196,777 46.30% 100.06% 100.00%



Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Analysis of Average Bill by Detailed Class

Exhibit
Rebuttal Schedule H-2
Page 1
Witness: Bourassa

Average Be
Present Proposed
Rates RatesMeter Size and Class

5/8X314 inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

(a)
Average

Number of
Customers

at
6/30/2009

B20
6

CB
7
4
2

B67

Average
Consumption

10,768
15,598
185B42
52,477

153,057
401 ,e11

$ 32.95
56.69
72.79

172.19
337.57
971 .37

$ 43.84
88.13
89.70

225.19
564.63

1,537.66

Pf'oDo$8d Increase
Dollar Percent

Amount Amount
10.89
11 .44
16.91
53.00

227.06
566.29

33.05%
20.18%
23.23%
30.78%
67.26%
58.30%

Subtotal

11,823 12.90
-

37.64%
0.00%

Standpipe
Fire Sprinkler

156
4

160

¢

$
$

34.27
10.00

$
$

47.16
10.00

subtotal

Totals
I

1 .025

Line

*l9.-
1
2
3
4
5
6
7
8
9
10
11
12
13
14

i s
18
17
CB
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

(a) Averagenumber of customers of less than one (1), indicates that less than 12 bills were issued during the year.



Las Qulntas Serenes Water Company
Test Year Ended June 30, 2009

Analysis of Average Bill by Detailed Class

Exhibit
Rebuttal Schedule H-2
Page 2
\Maness: Bourassa

Meter Size and Class
5/8X3/4 Inch
3/4 Inch
1 Inch
1.s Inch
2 Inch
4 Inch

(a)
Average

Number of
Customers

at
6/30/2009

820
6

28
7
4
2

B67

Average
Consumption

10,755
15,598
16,842
52,477

153,057
401 ,611

$

Median Bill
Present Proposed
Rates Rates

30.35 38.04
55.43 64.88
67,80 79.47

153.82 185.04
206.37 253.11
911.70 1,385.04

$

Proposed Increase
Dollar Percent

Amount Amount
7.69 25.35%
9.46 17.06%

11 .67 17,21 %
32.22 20.95%
46.75 22.65%

473.34 51 .92%

Subtotal

11,823 s 34.27 $ 47,16 $ 12.90
0 Q no

Standpipe
Fire Sprinkler

155
4

160

37.64%
0.00%

Subtotal

Totals 1 ,026

Line

.44
1
2
3
4
5
6
7
8
g
10
11
12
13
14

15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

(a) Average number of customers of less than one (1), indicates that less than 12 bills were issued during the year.



Las Qulntas Serer as Water Company
Test Year Ended June 30, 2009

Present and Proposed Rates

Customer ClassMcation
and Meter Size

Present
Rates

Proposed
Rates

Dollar
Change

Percent-
age

Increase

Monthly Usage Charge for:
ResldentiaLCommerciaI. Im'aation, Resale and Miscellaneous Customers
5/8 x 3/4 Inch $
3/4 inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
e Indl

10.00
22.50
25.00
55.00
70.00

125.00
225.00
350.00

$ 20.00
30.00
50.00

100.00
160.00
320.00
500.00

1,000.00

$ 10.00
7.50

25.00
45.00
90.00

195.00
275.00
650.00

100.00%
33,33%

100.00%
81.82%

12B.57%
156.00%
122.22%
185.71%

Standpipe 10.10 20.20 650.00 100.00%

Fire Sprinkler Connection, less than 6 inch
Fire Spn'nkJer Connection, larger than 6 inch

10.00
15.00

10.00
15.00

Line

HQ*
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Arsenic Remedial Surcharge
5/B x 3/4 Inch
3/4 Inch
1 lndl
1 1/2 inch
2 Inch
3 Inch
4 Inch
6 Inch

$ 11.37
17.05
2a.42
56.84
90.94

170.52
284.20
558.40

s s (11 .37)
(17.05)
(28.42)
(5884)
(90.94)

(170.52)
(28420)
(56B.40)

-100.00%
-100.00%
-100.00%
-100.00%
-100.00%
-100,00%
-100.00%
-100.00%

Standpipe 11.37 (11.37) .100.00%

Gallons In Minimum
All Meter Sizes

I

4,000
4,000
4,000
4,000

40,000
100,000
150,000

4,000
4,000
4,000
4,000

25,000
50,000
80,000

160,000
250,000
500,000

400,000
400,000

er limit (over minimum Qallonsi
but not over stated Amount
Residential
Residential
Commerical, in'
Commerical, lee
Residential, Commerical, lee
Residential, Commerical, lee
Residential, Commerical, Iii
Residential, Commerical, Iii
Residential, Commerical, lee
Residential, Commerical, lee
Residential, Commerical, lee N/A

25
26
21
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
i s
CB
45
46
47
48
49
50
51
52
53
54
55

Tier 1' Gallons UDD
Gallons Proposed,
5/8 Inch
3/4 Inch
5/8 Inch
3/4 Inch
1 Inch
1,5 Inch
2 inch
3 Inch
4 Inch
6 Inch
8 inch

Standpipe

N/A
4,000 4,000
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Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Present and Proposed Rates

Exhibit
Rebuttal Sd'ledLIIe A - H-3
Page 2
Wetness: Bourassa

Line

1
2
3

4

Customer Classification
and Meter Size

Present
Rates

Proposed
Rates

za_000
23,000
23,000
23,000

999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999

10,000
10,000
10,000
10,000

999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999

N/A N/A

Tier 2: (Gallon wooer limit un to. but not exoeedincsl

5/8 lndl Residential
3/4 Inch Residential
5/B Inch Commerical, lee
3/4 lndw Commerical, lee
1 lnd'l Residential, Commerical, Iii
1.5 inch Residential, Commerical, Iii
2 inch Residential, Commerical, Iii
3 lnd'l Residential, Commerical, Iii
4 Inch Residential, Commerical, lIT
6 Inch Residential, CommeNcal, Iii
8 Inch Residential, Commence, lIT

Standpipe 23,000 23,000

999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999

999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999
999,999,999

Residential
Residential
Commerical, lee
Commerical, lee
Residential, Commerical, lee
Residential, Commerical, lee
Residential, Commerical, lee
Residential, Commerical, lee
Residential, Commerical, lee
Residential, CommeNcal, Iii
Residential, Commerical, lee N/A I

Tier 3: (Gallon overs

5/8 \Noh
3/4 Inch .
5/8 Inch
3/4 Inch
1 Inch
1.5 lndh
2 Inch
3 Inch
4 Inch
e Inch
8 Inch

Standpipe 999,999,999
N/A

999,999,999

Present
Rates

Proposed
Rates

PerceM
Chance

Commoditv Rates (Der 1.000 callous over minimum and per Tier)
All 'Her 1 s
All Tier 2 s
All Tier 3 s

0.95
1.15
1.35

$
s
$

1.86
2.36
296

95.50%
104.98%
119.06%

5
6
7
a
g

10
11
12
13
14
15
15
17
18
19

20
21
22
2s
24
25
26
21
28
29
3D
31
32
33
34
35

36
37
38
39
40
41
42
i s
44
45
46
47
48
49
so

Construction Water All gallons
All Tier 1
All Tler 2
All `H€Ì  3

$
s
s

0.95
1.15
1.35

$
s
s

1.86
236
296

95.50%
104.98%
119.06%
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Las Quintal Serenes Water Company
Changes in Representative Rate Schedules

Test Year Ended June 30, 2009

Exhibit
Rebuttal Schedule H- 3
Page 4
V\htness: Bourassa

$
s
s
s
s

Present
Rates

20.00
30.00
20.00
30.00
25.00

$
$
$
$
s

Proposed
Rates

20.00
30.00
20.00
30.00
25.00

*

*

* i

*

*

Ur*

$ $

s

15.00
NIT

15.00
N/T

1.50%

$

. 15.00
1.50%

15.00
Cost

1.50%

Line
M , Other Service Charges

1 Establishment
2 Establishment (Airer Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent and After Hours)
5 Meter Test (if meter reading correctly)
6 Deposit
7 Deposit interest
B ReEstablishment (With-in 12 Months)
g NSF Check
10 Deferred Payment, Per Month
11 Meter ReRead (if correct)
12 After hours sewioe charge, per Rule R14-2-403D
13 Late Charge per month (per R-14-2-4D9G(6))
14
15 Standpipe Charges
16 Original Key Deposit
17 Additional Set
18 Offsite Facitlities Hook-Up Fee
19 Arsenic Impact Hook-Up Fee
20
21 * PER COMMISSION RULE (R14~2-403.B)
22 " Months off system times the minimum. PER COMMISSION RULE (R14-2-403.D)
23
24 N/T : No tariff.
25
26
21 IN ADDITION To THE COLLECTION oF REGULAR RATES, THE UTILITY wILL COLLECT FROM
28 ITS CUSTOMERS A PROPORTIONATE SHARE oF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
29 TAX. PER COMMISSION RULE (14-2-409.D 5)-
30
31 ALL ADVANCES AND/OR CONTRIBUTIONS ARE To INCLUDE LABOR, MATERIALS, OVERHEADS,
32 AND ALL APPLICABLE TAXES.
33
34

$ 30.00 $ 30.00
$ 5.00 $ 5.00
$ 250.00 See H-3, page 6
See H-3 page 6 See H-3 page 6

N
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Las Quintas Serer as Water Com party
Test Year Ended June so, 2009

Service Charges
Meter and Sewlce Line Charges

Exhibit
Rebuttal schedule H-3
Page 5
Witness: Bourassa

Proposed
Service

Line
Charge*

$ 445.00
445.00
495.00
550.00

N/A
830.00
830.00

NIA
1 ,045.00
1 ,165.00
N/A
1 ,490.00
1 ,670.00
N/A
2,210.00
2,330.00

Proposed
Meter
Install-
ation

Charge*
s 155.00

255.00
315.00
525.00
N/A

1 ,045.00
1 ,890.00

N/A
1 ,570.00
2,545.00

N/A
3,670.00
3,545.00

NIA
5,025.00
6,920,00
AL Cost

Total
Proposed
Charge*
$ 600.00

700.00
810.00

1 ,075.00
N/A

1 ,8`/5.00
2,720.00

N/A
2,715.00
3,710.00

N/A
5,160.00
5,315.00

N/A
7,235.00
9,250.00
At Cost

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
2 Inch I Turbine
2 Inch / Compound
3 Inch
3 Inch I Turbine
3 Inch I Compound
4 Inch
4 Inch / Turbine
4 Inch I Compound
6 Inch
6 Inch I Turbine
8 Inch / Compound
8 Inch

Total
Present
Charge

$ 150.00
NT
225.00
475.00
525.00
NT
NT
850.00
NT
NT

1 ,800.00
NT
NT

3,000.00
NT
NT
NT At Cost

Line

1
2
3
4
5
6
7
8
9
10
11
12
i s
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

*Based on Staff update of typical service line and meter installation charges dated
February 21 | 2008.
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Las Quinoas Serer as Water Company
Changes in Representative Rate Schedules

Test Year Ended June 30, 2009

Exhibit
Rebuttal Schedule H- 3
Page 6
Witness: Bourassa

Line
No.
1
2
3
4

Arsenic Impact Hook-un Fee

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 inch
6 Inch

Present
Charge

$ 1 ,135
1 .703
2,838
5,675
9,080

18,160
28,375
55,750

Proposed
Charge

$ 1,135
$ 1,703
s 2,838
$ 5,675
$ 9,080
s 18,160
$ 28,375
s 56,750

Offsite Facilities Hook-up Fee

5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 112 Inch
2 Inch
3 Inch
4 Inch
e Inch

Present Proposed
Charge Charge

S s250
250
250
250
250
250
250
250

250
250
250
250
250
250
250
250
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Exhibit A-5
Thomas J. Bourassa

Prepared Rebuttal Testimony
on Cost of Capital

September 28-29, 2010 ACC Hearing
Las Quintus Serenes Water Company

Docket No. W-01583-09-0589



BEFORE THE ARIZONA CORPORATION commlsslon

DOCKET no. W-01583A-09-0589

IN THE MATTER OF THE )
APPLICATION OF LAS QU1NTAS )
SERENAS WATER co., AN ARIZONA )
CORPORATION, FOR (i) A )
DETERMINATION OF THE FAIR )
VALUE OF ITS UTILITY PLANTS AND )
PROPERW AND (ii) AN INCREASE IN )
ITS WATER RATES AND CHARGES )
FOR UTILITY SERVICE BASED )
THEREON. )

)
)
)
)
)
)
)
)
)
)

PREPARED TEST]MONY

REBUTTAL TESTHVIONY OF
THOMAS J. BOURASSA

ON BEHALF OF LAS QUINTAS SERENAS WATER COMPANY
(cosT OF CAPITAL)

August 23, 2010



1.
Q1.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

QS. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

I am testifying on behalf of the applicant, Las Quintus Serenes Water Company

("LQSWC" or the "Company").

QS. ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

TEST1MONY IN THIS DOCKET?

Yes, my direct testimony was presented in two volumes. My background

information and qualifications are set forth in the rate base and revenue

requirement volume of my direct testimony.

Q4. Dm YOU ALSO PREPARE REBUTTAL TESTIMONY ON THOSE ISSUES

IN THIS DOCKET?

Yes, my rebuttal testimony on rate base, income statement, revenue requirement

and rate design is being filed in a separate volume at Me same time as this

testimony.

11. SUMMARY OF REBUTTAL TEST1MONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY

1

2

3

4 A1.

5

6

7 AS.

8

9

10

11 AS.

12

13

14

15

16 AS.

17

18

19

20

21

22 Qs.

23

24 A5.

25

26

A. Summary of Company's Rebuttal Recommendation

WHAT Is THE PURPOSE OF THIS VOLUME OF YOUR REBUTTAL

TESTIMONY?

I will provide updates of my cost of capital analysis and recommended rate of

return using more recent financial data. I also will provide rebuttal as appropriate

to the direct testimony of Mr. Manrique on behalf of Staff.

1



QS. HOW HAS THE INDICATED RETURN ON EQUITY CHANGED slncE

THE DIRECT FILING WAS MADE LAST JUNE?I

The cost of equity has decreased, as indicated by the Discounted Cash Flow

("DCF") model and the Capital Asset Pricing Model ("CAPM"). The table below

summarizes the results of my updated analysis using those models:

Low

9.1%

10.4%

High

11.3%

15.8%

Midpoint

10.5%

13.2%

Method

Range DCF Constant Growth Estimates

Range of CAPM Estimates

Average of DCF and CAPM midpoint

estimates 10.2% 13.5% 11.9%

Financial Risk Adjustment 1.5% 1.5% 1.5%

Specific Company Risk Premium 1.0% 1.0% 1.0%

12.7% 16.0%

The schedules containing my updated cost of capital analysis attached to this

rebuttal testimony. Also attached is one exhibit, which is discussed below.

Indicated Cost of Equity 14.4%

PLEASE SUMMARIZE YOUR RECOMMENDED REBUTTAL COST OF

DEBT AND EQUITY, AND YOUR RECOMMENDED REBUTTAL RATE

OF RETURN ON RATE BASE.

1
2
3 A6.
4
5
6
7
8
9

10
11
12

13
14
15
16
17 QS.
18

19
20 A7.
21

22
23
24
25
26 QB.

The Company's rebuttal recommended capital structure consists of 67.9 percent

debt and 32.1 percent common equity as shown on Rebuttal Schedule D-1. Based

on my updated cost of capital analysis, I am recommending a cost of equity of 14.4

percent and a cost of debt of 7.1 percent. Based on my 14.4 percent recommended

cost of equity and 7.1 percent cost of debt, the Company's weighted cost of capital

("WACC") is 9.44 percent, as shown on Rebuttal Schedule D-1.

Is THE COMPANY ADOPTING THE STAFF RECOMMENDED COST OF
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DEBT?

Yes. Staff recommends a cost of debt of 7.1 percent which reflects the

consideration of the impact of debt issuance costs on the cost of debt?

1
2 A8.

3
4 QS.
5
6 A9.
7
8
9

10
11
12

13
14
15
16
17
18
19
20
21

WHY is YOUR COST OF EQUITY RECQMMENDATION LOWER IN

YOU REBUTTAL THAN IN YOUR DIRECT TESTHVIONY?

22

23

2 4 I ' ' ' cc ° sSee Direct Testimony of Juan C. Mannque( Manrlque Dt. ') at 34.

2 5 z See Direct testimony of Thomas J. Bourassa ("Bourassa COC Dr.") at 22.

.26 3 Compare Company Direct and Rebuttal schedules D.4-1.

As stated, my updated analysis indicates cost of equity is 14.4 percent, which is

160 basis points lower than the 16.0 percent cost of equity I proposed for LQSWC

in my direct testimony. There are two primary reasons for the reduction in the cost

of equity. First, my DCF cost of equity estimate is much lower and divs is a direct

result of much lower growth estimates. Previously, my cost of equity estimates

based on die DCF model ranged from 11.1 percent to 12.6 percent with a mid-point

of 11.9 percent. My updated analysis shows the cost of equity estimates for the

DCF model rate from 9.7 percent to 11.3 percent with a mid-point of 10.5 percent.

. Second, because the Company recommends a change in die capital

structure, which has less debt and therefore less financial risk, my financial risk

adjustment is much lower. In the Company's direct filing, I recommended a

capital structure of 74.1 percent debt and 25.9 percent equity.2 This was based on

the capital structure at the end of the test year (June 20, 2009). The Company now

recommends a capital structure consisting of67~.93percent debt and 32.07 percent

equity. This is the capital structure of the Company on September 30, 2009.

Because there is less leverage in the capital structure, my financial risk adjustment

is much lower dropping from 290 basis points to 150 basis points.3
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B. Summarv of the Staff Recommendation.

Q10. PLEASE SUMMARIZE THE RECOMMENDATION OF STAFF FOR THE

RATE OF RETURN ON FAIR VALUE RATE BASE.

Stair is recommending a hypothetical capital structure consisting of 60 percent debt

and 40 percent equity.4 Staff determined a cost of equity of 10.6 percent based on

the average cost of equity produced by its DCF and CAPM rnodels.5 As stated,

Staff also determined the cost of debt to be 7.1 percent.6 Based on its 60 percent

debt and 40 percent equity hypothetical capital structure, Staff determined the

WACC for LQSWC to be 8.5 percent. 1

Q11. PLEASE SUMMARIZE THE PARTIES RESPECTIVE COST OF EQUITY

ESTIMATES.

The range of cost of equity estimates (before consideration of financial risk and

small company risk) for the DCF and CAPM are as follows :

DCF

10.2%

9.8%

CAPM
13.5%

11.3%

Average

1

2

3

4

5 A10.

6

7

8

9~

10

11

12

13 A11.

14

15

16

17

18

19

Party

LQSWC

Staff

11.9%

10.6%

Q12. DOES STAFF RECOMMEND A FINANCIAL RISK ADJUSTMENT To

RECOGNIZE THE HIGHER FINANCIAL RISK OF STAFF'S

RECOMMENDED HYPOTHETICAL CAPITAL STRUCTURE

20

21

22

23
4 Manrique Dt.at 33.

2 4 514 at 34.

25 51d. at35.

26 71d.
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COMPARED TO HIE CAPITAL STRUCTURE OF THE PUBLICLY

TR.ADED WATER UTILITY COMPANIES?

No. Staffjustifies its recommendation to employ a hypothetical capital structure in

the instant case based on two prior Commission decisions 'm which a hypothetical

capital structure consisting of 60 percent dent and 40 percent equity was used to

address highly leveraged capital strL1ctL1res.8 However, 'm both of arose decisions,

Staff recommended, and the Commission adopted, cost of equity estimates which

included a financial risk adjustment.

In the Southwest Gas Corporation decision (Decision 68487, February 23,

2006), the Commission adopted a hypodretical capital structure consisting of 60

percent debt and 40 percent equity and a cost of equity of 9.5 percent which

reflected Staffs cost of equity estimate of 9.2 percent and Stay's recommended

upload adjustment of 30 basis points for recognition of Southwest Gas' highly

1

2
3 A12.

4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21 Q13.

leveraged capital structure.9

In the Arizona-American decision (Decision 69440, May 1, 2007), the

Commission adopted a hypothetical capital structure consisting of 60 percent debt

and 40 percent equity and a cost of equity of 10.7 percent which reflected Staffs

cost of equity esdrnate of 9.7 percent and Staffs recommended upward adjustment

of 100 basis points for recognition of Arizona-A1nerican's highly leveraged capital

structure.10

WHAT WOULD BE _ THE APPROPRIATE FINANCIAL RISK

ADJUSTMENT TO STAFF'S COST OF EQUITY ANALYSIS?22

23

24

25 9 Soudiwest Gas Corporation, Decision 68487, at 29-30.

2 6 10 Arizona-Axnerican, Decision 69440, at 18-20.

s Southwest Gas Corporation, Decision 68487, February 23, 2006
Wastewater Districts, Decision 69440, May 1, 2007°

and Arizona-American Mohave Water and
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A13. Using the typical Staff methodology for computing a financial risk adjustment,

Stay's financial risk adjustment would be 230 basis points. I have included as

Rebuttal Exhibit TJB-COC-RB1 the computation of the financial risk adjustment

based upon Staffs cost of equity analysis and Staft"s typical approach to

implementing the Hamada financial risk adjustment. 11

Q14. WHAT WOULD BE THE RESULTING COST OF EQUITY ESTIMATE

FOR STAFF IF STAFF HAD INCLUDED A FINANCIAL RISK

ADJUSTMENT To REFLECT LQSWC'S HIGHLY LEVERAGED

CAPITAL STRUCTURE?

Q15. HAD STAFF USED THE 12.9 PERCENT COST OF EQUITY IN ITS

RECOMMENDED HYPOTHETICAL CAPITAL STRUCTURE WHAT

WOULD BE THE RESULTING WEIGHTED AVER.AGE COST OF

CAPITAL?

Debt

Equity

Cost Weighted Cost

7.1% 4.26%

12.9% 5.16%

Overall ROR 9.42%

Had Staffs approach to the cost of equity in the iNstant case been consistent wide

the two Commission decisions upon which Staff relied, Staffs recommended cost

of equity would have been over 90 basis points higher (9.42 percent less 8.5

percent).

1

2

3

4

5

6

7

8

9

10 A14. 12.9 percent (10.6 percent cost of equity based on Staffs DCF and CAPM plus 2.3

11 percent financial risk adjustment based upon the Hamada medaled).

12

13

14

15

16 A15. 9.42 percent, computed as follows:

17 Percent (Weight)

18 60%

19 40%

20

21

22

23

24

25

26

11 Staff typically uses the Hamada method for computing financial risk adjustments and uses book values of debt and
equity.
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Q16. is IT NECESSARY TO ADD AN UPWARD FINANCIAL RISK

ADJUSTMENT TO THE COST OF EQUITY IF THE HYPOTHETICAL

CAPITAL STRUCTURE THAT STAFF RECOMMENDS Is ADOPTED?

1

2

3

4

5 A16, Yes. This is because there is more debt in the Staff proposed hypothetical capital

6 structure compared to the capital structure of Staflf"s sample publicly traded utility

7 companies.

8

9

10

11

12

13 A17. No.

14

Q17. DOES STAFF PROVIDE AN EXPLANATION AS To WHY IT IGNORED

THE HIGHER FINANCIAL RISK CONTAINED IN ITS HYPOTHETICAL

CAPITAL STRCUTURE REQOMMENDATIQN. CQMPARED TO THE

CAPITAL STRCUTURES OF THE PUBLICLY TRADED WATER

UTILIOTY COMPANIES?

Q18. DO YOU HAVE ANY OTHER COMMENTS REGARDING STAFF

RECOMMENDATIONS?

Yes. Despite Staffs criticisms of my approach to the cost of capital, which I will

respond to below, had Staff properly accounted for Me higher financial risk of

Staffs recommended hypothetical capital structure, the overall cost of capital of

9.42percent would have been approximately the same as my overall cost of capital

recommendation of 9.44 percent.

REBUTTAL TO STAFF'S COST OF CAPITAL ANALYSIS. TESTHVIONY
AND RECOMMENDATIONS

15

16 A18.

17

18

19

20

21
111.

22

23

24

25 Q19. MR. MANRIQUE CRITICIZES YOU FOR G1v1nG MORE WEIGHT TO

26 ANALYSTS' ESTIMATES THAN TO HISTORICAL GROWTH RATES.

A. Rebuttal to Staff's Criticisms of Analysts' Estimates of Growth

7



HOW DO YOU RESPOND?

Q20. WHAT ABOUT MR. MANRIQUE'S CLAIM ON PAGE 36 THAT ONLY

ONE-EIGHTH (OR 12.5 PERCENT) OF YOUR GROWTH ESTIMATES

RELIES ON HISTORICAL DIVIDEND GRO H?

1

2 A19. First, it is important to note that Mr. Manrique does not reject analyst estimates of

3 growth; he just disagrees with the amount of weight I gave these estimates." Staff

4 gives 50 percent weight to analysts' estimates and 50 percent weight to historical

5 growth data. So the dispute between Mr. Manrique and me comes down to

6 something between 50 percent and my "greater" emphasis. In my direct testimony

7 I explained why a weight greater than 50 percent should be given to analysts'

8 estimates."

9

10

11

12 A20. It is true that one-eighth (or 12.5 percent) of my growth estimate relies on historical

13 dividend growth. However, only one-sixth (or 16.7 percent) of Staf.t's growth

14 estimate for its constant growth DCF model relies on historical dividend growth.

15 Furthermore, if one considers the implied growth from Staff"s two-stage DCF

16 model (which is based upon growth in GDP) and recognize the fact that Staffs

17 tw0-stage DCF result is given 50 percent weight in Staff s overall DCF estimate,

18 historical dividend growth has a weighting of only about one-twelfth (or 8.35

19 percent) under the Staff approach .- a lower weighting than I provide in my growth

20 estimate.

21 Q21. WHAT ABOUT MR. MANRIQUE'S ASSERTION THAT ANALYSTS'

22 ESTIMATES ARE "OVERLY OPTIMISTIC"?

23 All. I refer back to my direct testimony at page 29. Gordon, Gordon, and Gould

24

25 "Manrique Rx.at 39.

26 13 See Direct Testimony of Thomas J. Bourassa - Cost of Capital ("Bourassa COC Dr.") at 29-30.
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conducted a study and found analyst forecasts of growth outperformed dirge

measures of historical growth. They explain that divs result should be expected

because analysts would consider historicaldatain making future projections. Now,

Mr. Manrique characterizes the study as merely an "article" that "describes more

generally die methods exclusively using analysts' forecasts are 'popular and

attractive models', but die article does not support the conclusion that these

forecasts should be used alone."14 The authors' own words undermine Mr.

Manrique's characterization. In their own formal study, the authors concluded:

We have compared the accuracy of four methods for
estimating the growth component o the discounted cash flow
yield on a share: dvasggowth

oath in divider s ( GR), past retention growth rate
RG), and forecasts of growth b security 1
RG). For our salnrgm

performed well, with KBRG, GR, and KEGR following in
that order, and with KEGR a distant fourth....

38
in earnings (KEGR), past

Ana its
la of unity shares, KFYRG

b KFRG should come as no

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21

Before closing, we have three observations to make. First,
the superior performance
surprise. A11 flour estimates growth rely upon past data, but
in the case of KFRG a larger body of past data is used,
filtered through a group of secure analysts
abnormaliises that are not const red relevant for future
growth....

who adjust for

22

23

24 14 Manrique Dr. at 38.

15 David A. Gordon, Myron J. Gordon and Lawrence I. Gould, "Choice Among Methods of Estimating Share Yield,"
25 Journal ofPorzj"alio Management (Spring 1989)50-55.

2 6 as Bourassa COC Dt. at 29.

As I have testified, to the extent that past results provide useful indications of

future growth prospects, analysts' forecasts of growth would already incorporate

that inflorrnation.16 In addition, a stock's current price already reflects known

historic information on that company, 'including its past dividend and earnings

9



Q22. DOESN'T MR. MANRIQUE'S TESTHVIONY ON PAGE 38 REFERENCING

PROFESSOR GOR.DON'S REMARKS AT THE 30TH ANNUAL FORUM OF

THE SOCIETY OF UTILITY AND REGULATORY FINANCIAL

ANALYSTS CONTRADICT WHAT THE AUTHORS HAVE

CONCLUDED?

|

1 history." If investors rely on analysts' growth rate forecasts, those are the relevant

2 forecasts for determining equity costs.

3 In summary, Mr. Manrique offers ng quantitative or conceptual argument to

4 rebut Gordon, Gordon, and Gould, and offers no evidence that any of the measures

5 of past growdi he has used - histolrical EPS, historical DPS, historical sustainable

6 growth - provides better a forecast of future growth for utilities than analysts'

7 estimates of growth. Mr. Manrique is using Stay's inputs into the DCF model

8 mechanically without considering the reasons for using those inputs.

9 Unfortunately, Staffs inputs gives less weight to the best estimate of future growth

10 in order to drive down the cost of equity.

11

12

13

14

15

16 A22. No. In the quoted remarks, Professor Gordon does not say anything about past

17 growth rates. There is no guidance on which past growth rates (EPS, DPS, or book

18 value) should be used, if any, or what weight past growth rates should be given

19 when estimating the growth rate in the DCF model. That is the issue. Mr .

20 Manrique agrees that "Professor Gordon would temper the typically higher

21 analysts' growth rates with die typically lower GNP growth rate."18 I am sure Mr.

22 Manrique would also agree that I have tempered my estimate by considering past

23 growth rates that are well below the long-term GNP (or GDP) growth rate.19

24
"Ia

25 18 Manrique Dr at 39.

2 6 19 See Rebuttal Schedule D.4-4, column 5. The average of historical growth rates is 5.87%. The long-term GDP

10



DOES MR. MANRIQUE STATE THAT INVESTORS RELY ON ANALYST

ESTIMATES?

Yes.20 He also states that investors rely "to some extent on past growth as we1l."21

That is true, but he does not demonstrate the extent to which investors rely on past

growth rates - he simply states that they are considered. Again, if analysts'

estimates already consider past growth, then Staff vastly overstates Dre impact of

past growth rates in its DCF model. It is, basically, a type of "double-counting"

that produces extremely low results .

Qz4. DO YOU HAVE FURTHER REBUTTAL TO MR. MANRIQUE'S

"OVERLY OPTIMISTIC" TESTIMONY?

Yes. For my second specific response to the assertion that analysts' estimates are

"overly optimistic," I point to Value Line. Value Line is in the business of selling

information to investors, and all of the parties have relied on Value Line in their

cost of equity estimates. Value Line has every incentive to provide accurate

forecasts to encourage investors to continue to subscribe to its publications. Value

Line does not sell stock and has no incentive to bias upward its buy/sell

recommendations and estimates of future growth. Zacks and Momingsta provide

similar investment services. Neither markets stock - they sell information, which

won't be purchased if it is inaccurate or biased. Yahoo Finance is a free service,

but it does not earn commissions from die sales of stock. In sum, Mr. Manrique's

testimony is simply wrong. None of these services has any reason to provide

inaccurate information to its users.

1 Qzs.
2
3 A23.

4
5
6
7
8
9

10
11 A24.
12
13
14
15
16
17
18
19
20
21
22
23
24.
25
26

growth rate is 6.6% as shown on Staffs Schedule JCM~9.

20 Manrique at 39.

21Id.

1 1



DO YOU HAVE ANY FURTHER COMM1ENTS ON TI-IE TOPIC OF

STAFF'S DCF GROWTH ESTIMATES, MR. BOURASSA?

Yes. I am attaching a copy of document filed with the public utilities commission

in a 2005 California rate case to this volume of my rebuttal testimony." This

document was prepared by Mr. Gary Hayes, a witness for San Diego and Electric

Company. It lists a number of sources that further contradict Mr. Manrique's claim

that analysts typically make upwardly biased forecasts of growth. `

Additionally, to further support the use of analyst forecasts of growth, Dr.

Morin states: .

analysts exert a strong influence on the

The accuracy of these forecasts in
the be correct is not at issue here, as long as they
re as are
typical

1 Qzs.

2
3 A25.
4
5
6
7
8
9

10
11
Hz
13
14
15
16
17
18
19
20
21

.HI

Because of the dominance of institutional investors and their
influence on individual investors, analysts' forecasts of long-
run growth ratesprovide a sound basis for estimating required
returns. Finance
expectations of  many investors who do not possess die
resources to make their own forecasts, that is, they are a cause
o f g. the sense of whether

turn out to
/jct wfdgtv held expectations. As long the forecasts

an or influential in that they are consistent aiM
current stock price levels, they are relevant. The use of
analysts' forecasts in the DCF model is sometimes denounced
on the rounds
divider s for only one year,
This objection is unfounded, ,
investor expectations that are being priced;
forecast that is embedded in price and therefore
return, and not the future as it will turn out to be. 3

that it is ditiicult to forecast earnings and
let alone for longer time periods.

however because it is present
it is the consensus

in r required

22

23

24

25 Hz Exhibit TIB-COC-RB2.

2 6 pa Roger A. Morin.New Regulatory Finance (2006)298 (emphasis added).

Dr. Myron Gordon, the same Professor Gordon Mr. Manrique quotes in his

testimony and the "father" of the standard regulatory version of the DCF model

utilized by Mr. Manrique and myself in the instant case, has also recognized the

significance of analysts' forecasts of growth in EPS in a speech he gave in March

12



1 1990 before the Institute for Quantitative Research and Finance. He said:

2

3

4

5

6

7

8

9

10

We have seen that earnings and growth estimates by security
analysts were found by Maikiel and Craig to be superior to
data obtained from financial statements for the explanation of
variation in price among common stocks. Estimates by
security analysts available tram sources such as IBES are far
superior to the data available to Malkiel and Crags. Eq (7) is

appeal. It says that investors buy earnings, but what they will
pay for a dot Ar of earnings increases wt the extent to which
the earnings are24reflecte in the dividend or iii appreciation
through growth.

not as elegant as Eq_ (4), but it has a good deal more intuitive

11

12

13

14

Professor Gordon recognized that total return is largely affected by the terminal

pr ice,  which is most ly a f fected by earn ings (hence the common use of

price/earnings multiples in evaluating stock prices).

As noted by Dr.  Gordon, studies performed by Craig and Malldel

demonstrate dlat analysts' forecasts are superior to historical growth rate

extrapolations. These studies show that:
15

16

17

18

19

20

21

22

Efficient market hypotheses suggest that valuation should reflect the
information availab e to investors. Insofar as analysts' forecasts are
more precise than other types we should dmerefore expect their
differences from other measures to be reflected 'm the market. It is
therefore noteworthy that our regression results do support the
hypothesis that analysts'
growth rates are available.

analysts do not

were distilled

be
analysts could glean companies

f ere ore notable
23

forecasts are needed even when calculated
As we noted when we described the data,

security use simple mechanical methods to obtain
their evaluations of companies. The growth-rate figures we obtained

from careful examination of al of the
companies'

subject,

sources. I t  is l 8
found to be so mud more relevant to the valuation than 1
simpler and more "objective " alternatives that we tried. 2

aspects
records, evaluation of contingencies to which they might
and whatever information about their prospects the

from the diemselves from other
that the results of their e orts are

e various

24

25
24 Gordon, Myron J., "Pricing of Common Stocks", Seminar March 27, 1990) at 12-13.

25 John G. Craig and Burton G. Malkiel, "Expectations and the Structure of Share Prices" National Bureau of
Economic Research (University of Chicago Press, 1982) Chapter 4.26
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Vander Weide and Carleton further note:

L<?]ut studies affirm die superiority of analyst's forecasts over simple
'stoical growth extrapolations in the stock price connation process.

Indirectly, this finding lends support to the zlése
whose input includes expected growth rates.

of valuation models

Q26. THAT'S A LOT OF EXPERT COMMENTARY, BUT WHAT DOES IT ALL

MEAN IN THIS CASE?

It means that Dre level of accuracy of analysts' forecasts is an after-the-fact

evaluation with little relevance to the issues at hand here. What really matters is

dirt analysts' forecasts strongly influence investors and hence die market prices

they are willing to pay for stocks. Therefore, they should play a prominent role in

a proper equity cost determination. Staff, however, has failed to give these

forecasts sufficient weight 'm its analysis. Even Mr. Dre ran, who Mr. Manrique

relies 0n27, admits that:

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
re1ig<8usly depend on them have altered their methods in any
way.

This is my point. If investors rely on analysts' growth rate forecasts, those

forecasts should be used to determine due cost of equity, proportionate to investor

reliance, not in a manner that depresses die import of that reliance. Analysts'

growth rates influence the prices investors will pay for stocks and thus impact the

1

2

3

4

5

6

7

8 A26.

9

10

11

12

13

14

15

16

17

18 .
19

20

21

22

23 be James H. Vander Weide and willafd T. Carleton, "Investor Growth Expectations: Analysts vs.

24 History" (t71eJournal of Portfolio Management,Spring 1988)78-82.
25 z1 Manrique Dr. at 36.

26 28 David Dre ran,Contrarian Investment Strategies: The Next Generation 115-116 (Simon & Schuster 1998).
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dividend yields. The dividend yields change until the sum of the dividend yield

plus the growth rate equals investors' perceived cost of equity. Had the growdi

forecasts been lower - as Mr. Manrique suggests they should be - the stock prices

would be lower and dividend yields would be higher, but dire would not

necessarily be any difference in due ultimate estimate of die cost of equity.

1
2

3.

4

5
6 Q27.
7
8 A27.

9
10
11
12
13
14
15
16
17
18
19

20
21

HOW DO YOU RESPOND To MR. MANRIQUE'S REFERENCE To

PROFESSOR JEREMY SIEGEL?

Mr. Manrique's reliance on the quote from Jeremy Siegel that "dividends and not

earnings are meaningful" is puzzllmg.29 The DCF model assumes, among other

things, Mat a firm will have a stable dividend payout policy and a stable return on

the book value of its stock. Thus, it is assumed that the stock's price, its book

value, dividends paid, and earnings all grow at the same rate. While it is

appropriate to make such assumptions for forecasting purposes, these assumptions

are frequently violated when examining historical data. As it turns out, Me

historical growth in the stock price, book value, dividends, and earnings for the

water utility industry has not been the same." Estimates of long-term growth rates

should take this into account. Furthermore, I have not used earnings in my DCF

model; I used earnings growth as a proxy for growth. Earnings generate the Muds

used to pay dividends. Growth in earnings provides more cash flows from which

dividends are paid. As a consequence, earnings growth is obviously extremely

important to investors, and is therefore an entirely appropriate proxy for growth in

the DCF model.22

23

24

25 z9 Manrique Dr. at 38-39.

26 30 See Rebuttal Schedule D.4-3 and Rebuttal Schedule D.4-4.

Of course, I'd also note that I don't disagree with Professor Siegel that the

15



Q28. DO YOU HAVE ANY FURTHER RESPONSE TO MR. MANRIQUE

REGARDING THE ISSUE OF USING ANALYSTS' FORECASTS AND

THE APPROPRIATE WEIGHT THEY SHOULD BE GIVEN?

1 price of a stock is always equal to the present value of all tincture cash flows. I am

2 sure Professor Siegel would agree that future cash flows would not only include

3 dividends but the future sales price of the stock. I would also add that an

4 investment in the stock of a publicly traded utility is much more liquid than an

5 investment 'm LQSWC. If investors are unhappy with the return provided by a

6 publicly traded stock they can sell the stock within minutes. On the contrary, an

7 investment in LQSWC does not provide the same level of liquidity. This lack of

8 liquidity creates additional investment risk.

9

10

1 l

12 A28. Yes, I have one more comment. I find Mr. Manrique's reliance on a quotation

13 from Dr. Burton G. Mariel is somewhat confusing. Dr. Malkiel is the Chemical

14 Bank Chairman's Professor of Economics at Princeton University and author of die

15 widely read national bestseller book on investing entitled, "A Random Walk Down

16 Wall Street." Mr. Manrique quotes Dr. Malldel's apparent criticism of analysts'

17 estimates. Yet, in November 2002, Professor Malkiel affirmed his belief in the

18 superiority of analysts' earnings forecasts when he testified before the Soudi

19 Carolina PUC:

20

21

22

23 I believe that current anal its' forecasts are more
they were during the late l990s. therefore,

i i jYrminga Gordon Model DCF a8;3;9e'2.31t001 to use in

26

With all the publicity given to tainted analysts' forecasts and
instituted by the New York Attorney General,

the National Association of Securities Dealers, and the
Securities & Exchange Commission, I believe the upward
bias that existed in the late 1990s has indeed diminished. In
summary,
reliable than
anal its' forecasts remain the
per o

investigations

31 See Rebuttal testimony of Dr. Burton G. Malkiel, South Carolina Electric and Gas Co., Docket No. 2002-223-E,
pp. 16-17 (emphasis added).
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1

I believe that Dr. Ma]kie1's testimony should eliminate any disagreement on this

issue.

B . Firm Specif ic Risk

Q29. Is MR. MANRIQUE CORRECT THAT PRIOR commlsslon

DECISIONS NOT FIND A FIRM SIZE PHENQMQENQN FOR

REGULATED UTILITIES?

Dm

A29. Yes, Mr. Manrique is correct, although the Comlnission's failure to recognize dirt

small f irms are riskier than large f irms - despite an abundance of empirical

financial evidence indicating otherwise - is anodier reason why it is more risky for

smaller utilities to do business in Arizona Putting that aside, there are many

reasons why smaller utilities are more risk than larger utilities. I have discussed

these reasons extensively in my direct testimony and will not repeat that testimony

here." The simple fact is that a rational investor is not going to view an equity

investment in LQSWC as having the same risk as the purchase of publicly traded

stock in a substantially larger utility such as Aqua America, American States Water

or California Water Service.

The bottom line is that if the differences in risk between small utilities like

LQSWC and the large, publicly traded water utilities used to estimate the cost of

equity are ignored, LQSWC's equity cost will be understated and unreasonable.

Q30. DO INVESTORS CONSIDER SMALL FIRM RISKS As WELL AS

REGULATORY RISKS?

A30. Of course. Contrary to Mr. Manrique's assertions, the investment related to such

factors as f irm size and Arizona's regulatory environment are important to

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
32 Bourassa coo Dr. at 16-23
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1

investors. These risks are not captLn'ed by the market data of the water utility proxy

group Staiff uses to estimate the cost of equity for LQSWC. None of the utilities in

Staff's water proxy group are of comparable size to LQSWC." In fact, LQSWC is

but a small fraction of the size of the water utilities in Staff's proxy group. And

none of the water utilities 'm Staff's water proxy group operate exclusively in

Arizona and are subject to this jurisdiction's regulatory requirements and policies."

Q31. is THERE A WAY TO PRECISELY QUANTIFY THE EFFECT OF THESE

ADDITIONAL RISKS ON TI-IE RETURN REQUIRED BY AN INVESTOR?

No. But that does not justify ignoring the differences between the sample utilities

and LQSWC, as Staff proposes.

HOW DO YOU RESPOND TO MR. MANRIQUE'S ASSERTION THAT

THE ARIZONA REGULATORY ENVIRONMENT Is NO LESS

FAVORABLE THAN THE REGULATORY ENVIR0NMENTS FACED BY

THE SAMPLE UTILITIES?

1
2
3
4
5
6
7
8
9 A31.

10
11 Q32.
12
13
14
15 A32.

16
17
18
19
20

21 Q33.

I disagree wide him. Mr. Manrique testif ies Mat Me regulatory environment in

Arizona has many "attractive attributes," including Me ability to seek accounting

orders, the recognition of known and measurable changes, the wide use of hook-up

fees, and regulatory responsiveness, such as the approval of arsenic recovery

mechanisms and arsenic remedial surcharge mechanisms." Twill address each of

the alleged "attractive attributes" Mr. Manrique has identified.

22

23

2 4
33 Bourassa COC Dt. at 17.

25 34 14 at 19.

26 as Enrique Dr, at 41,

LEST START WITH ACCOUNTING ORDERS. ARE ACCOUNTING

ORDERS AN "ATTRACTIVE ATTRIBUTE" OF REGULATION IN

ARIZONA?

18



No. I am not aware that regulatory mechanisms similar to accounting orders are

not available to any of the sample water utilities in the regulatory jurisdictions in

which they operate. Therefore, accounting orders do not make Arizona attractive

to investors relative to other investments. Besides, the nature of accounting orders

Q34. WHAT DO YOU MEAN?

In fact, the

Q35. WHAT ABOUT THE RECOGNITION OF

MEASURABLE" CHANGES?

"KNDWN AND

1 A33.

2

3

4

5 limits their at1:1°activeness.

6

7 A34. In Arizona, accounting orders are narrowly tai lored for specif ic circumstances and

8 generally only allow utilities to track certain, specified costs. No rate recovery is

9 authorized or assured. Rather, accounting orders issued by this Commission

10 postpone consideration of any cost recovery until a nature rate case.

l l uncertainty inherent in an accounting order is illustrated in the pending Litchfield

12 Pak Service Company rate case, where Staff opposes recovery of costs incurred

13 pursuant to a recent Commission-issued accounting order." Staff" testimony

14 regarding the LQSWC's request for an accounting order in the instant case for

15 iiuture consideration of significant arsenic media costs that were not recognized in

16 the Company's initial rate application demonstrates how difficult and how

17 narrowly Staff views the applicability of accounting orders."

18

19

20 A35. Again, aNs is not a regulatory attribute unique to Arizona. In fact, I am not aware

21 of 'any jurisdictions that utilize an historic test year where adjustments based on

22 known and measurable changes cannot be made to either the test year rate base or

23

24

25

26

36 See Direct Testimony of Jeffery M. Michlik (water division) in Docket W-01427A-09-0104 at 12-14. Staff is
recommending denial of recovery of costs related to the potential contamination of its water supply due to the
proximity of a federally designated superfund site, although Staff has suggested consideration in a future rate case.

37 See Direct Testimony of Jeffry M. Michlik ('Michlik Dt.") at 29-30.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

to test year revenue and expenses in order to make the test year a more "normal"

representation of the costs of service during the period in which the rates will be in

effect. Arguably, the failure to allow such changes would be unlawful.

In contrast, California, in which three of the six sample water companies

(American States, California Water, and SJW Corp.) primarily operate, uses future

test years in setting rates. Under drat state's rate making system, future expenses

can be increased to reflect expectedchanges including projected inflation, revenues

can be adjusted to reflect expected future erosion of revenues from water

conservation, and future expected capital investment can be recognized in rate

base. This regulatory approach is more attractive to investors than the simple

recognition of known and measurable changes to an historical test year.

Moreover, California allows adjuster mechanisms Mat permit utilities to

recover increases in purchased power and purchased water costs due to increases

rates charged by power and water providers. More recently, in connection with

implementing conservation-oriented rate structures, California has audiorized water

revenue adjustment mechanisms to be implemented in order to offset revenue

erosion due to conservation. In some cases, California allows utilities to file for

adjustment mechanisms when unexpected significant capital investment has to be

made. By allowing revenues to change between rate cases to match known

increases in investment and operating expenses, utilities are given a reasonable

chance to earn their authorized return.

In contrast, adjuster mechanisms for purchased water and purchased water

have been uniformly opposed by Staff over the past decade, and they have denied

by' the Commission." And, I don't believe that I have ever seen a revenue

38 See, e.g. Chaparral City  Water Company, Decision 68176 (Sept. 30, 2005); Arizona Water Company (Ealstern
Group),Decision No. 66849 March 19, 2004).

20



conservation adjustment adopted by the Commission for an Arizona water utility

with inverted-tier rates designed to encourage water conservation.

Q36. DIDN'T THE COMMISSION PROVIDE ARSENIC COST RECOVERY

MECHANISMS IN THE PAST?

To some extent. But generally dies mechanisms have only for allowed recovery

of debt service costs not capital and depreciation. That was beneficial, particularly

for utilities that could not cash flow the debt service without this mechanism in

place. However, these mechanisms typically do not include recovery of increases

in operating and maintenance costs associated with the arsenic facilities. And, the

Commission has made it clear that such mechanisms were special cases intended to

address extraordinary circumstances, and dieir approval did not establish a

precedent for adjuster mechanisms in general. Thus, while approval of the ACRMs

was certainly helpful to the water utilities that obtained them, they do not make

Arizona's regulatory environment more attractive to investors than odder

jurisdictions, which routinely authorize cost recovery mechanisms. .

Q37. ARE THERE ANY OTHER "ATTRACTIVE ATTRIBUTES" THAT MAKE

OTHER JURISDICTIONS ATTRACTIVE RELATIVE TO ARIZONA?

1

2

3

4

5 A36.

6

7

8

9

10

11

12

13

14

15

16

17

18 A37.

19

20

21

22

23

24

25 39Bol1!`8ssacocDt 8t21.

b e 4*Id.

Yes. For instance, as I discussed in my direct testimony, in many states in which

Aqua America operates, utilities are permitted to implement surcharges to recover

additional depreciation and capital costs outside the context of a rate case." Aqua

America also operates in jurisdictions that allow utilities to implement rates before

a final decision in a rate case.4° In addition, in certain states in which Aqua

America operates, utilities are allowed surcharges to reflect changes in certain costs

21



until such time as the costs are incorporated into base rates." Pennsylvania allows

water utilities to collect a distribution system improvement charge ("DISC") for the

replacement of mains, storage tanks and other distribution system infrastructure.

Similarly, Middlesex operates utilities in Delaware, which also allows for the

implementation of a DISC for the recovery of depreciation and capital costs outside

the context of a rate case. Delaware also allows plant expected to be constructed

within three years from the end of the test period to be included in rate base. These

attributes are attractive to investors, and none of diem are available in Arizona.

ARE YOU AWARE OF ANY STUD1ES THAT SUPPORT YOUR

TESTHVIONY THAT ARIZONA Is NOT AN ATTRACTIVE

REGULATORY ENVIRONMENT?

Yes. Standard and Poor's, for example, issued a report in November 2008 that

ranked Arizona among the least credit supportive regulatory environments."

Investors do recognize the overall effect of the unfavorable regulatory environment

here in Arizona.

1
2

3
4
5
6

7
8
9 Q38.

10
11
12 A38.

13
14
15
16 Q39.

17
18
19

PLEASE RESPOND TO MR. MANRIQUE'S TESTIMONY ON PAGE 42

THAT REGULATORY RISK Is A FIRM-SPECIFIC RISK AND

INVESTORS CANNOT EXPECT TO BE COMPENSATED FOR FIRM-

SPECIFIC RISKS.

20 A39.

21

22

23

24

25 41 Id

26 42Assessing U.S. Utility Regulatorv Environments,Rating Directs, Standard and Poor's (November 7, 2008).

Mr. Manrique's assertion is undermined by the fact that die Bluefield standard

requires the return on equity be commensurate wide returns on enterprises with

comparable risks (the "comparable earning standard"). The impact of the various

factors on investment risk that I have discussed throughout my testimony, such as

22



Q40. ON PAGE 43 OF HIS TESTHVIONY .MR. MANRIQUE STATES THAT

THERE Is NO ACCEPTED ANALYSIS THAT DEMONSTRATES THAT

UTILITIES ARE SUBJECT TO THE SAME SIZE DEPENDENT BETAS AS

THJ8 MARKET. PLEASE RESPOND.

Q41. PLEASE CONTINUE.

1 small size, construction risk, regulatory risk, lack of diversification, small customer

2 base, liquidity risk, etc., are factors which make LQSWC more risky and therefore

3 not comparable to the loge publicly traded water companies .

4 Mr. Manrique does not dispute the data contained in Morningstar supporting

5 small company risk premiums.43 It stands to reason that LQSWC would have

6 higher beta than the sample water cornpanies.44 Yet, Mr. Manrique blindly accepts

7 that the average beta of the much larger publicly traded water utilities as the beta

8 for LQswc.45

9

10

1 l

12

13 A40. I find it ironic that Mr. Manrique has now essentially admitted that the Staff's often

14 cited Annie Wong study46 does not prove that a firm size effect does not exist in

15 the regulated utility industry. It would appear that die Commission's reliance on

16 Staff"s unequivocal conclusion that the firm size phenomenon does not exist for

17 regulated utilities in the Black Mountain Gas and the Arizona Water rate cases was

18 unwarranted.47

19

20 A4l. Risks that would obviously be considered by any rational investor are simply

21 ignored by Mr. Manrique. Would a rational investor really regard an equity

22

23

24

25

26

43 Small company risk premiums are the risk premiums not explained by the higher betas for small companies.

44 Bourassa COC Dt. at 8.

is Manrique Dr. at 28.

46 Wong, Annie. "Utility Stocks and the Size Effect: An Empirical Analysis." Journal of the Midwest Finance
Association. 1993. PP- 95-101.

41 Manrique Dr. at 42-43 .
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Illllll

investment in LQSWC as presenting less risk than an equity investment in Aqua

America or in Connecticut Water Services, which have AA- and A bond ratings,

respectively? The answer is a resounding "no".

Q42. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF

CAPITAL?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A42. Yes. Aldiough my silence on any issue not discussed herein does not necessarily

constitute agreement with Staff.
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Appendix B

Analyst Growth-Forecast Research
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Menineuiclesrevievvedindnoevidmnethatlnalysb'grovvdxfcucecastsaruoverly

Two §n»d svidmce of cp6xdm,butalso concb1de&a¢cpHmilmhasbeen

daclhningsigniscamayavufhm Of&matwu.shldies,onnfi:nds&staunalysh'foreca1s8

&r&oS&P500 uupe§simislicfor&e1nst&Iw|ryms¢fW:est1d§r. The sunmiria am
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mwsauT.. Thnuurlas Dyclmuzlnand Joséflalannistllok (1978). "An wallxallion of

5ema57 =1==1v===' fmeeasu." Tl»=4¢¢vu»a»»gn¢w¢\v 53(3):  651-668.
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pershanamdcmungareaaual j lsu* famhnsts to Euuecasunnadouéng plestaEs6ca1
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Elton,  B-_ I . .  Malrt in I .  Gnlbelr and MustafaN. Gultek in (1984).  "Professional
cxpectat ionr accuracy and diagnos is  of  errors . "J 'ournal of F inar l c i a l  and Quant i tat ive
Analy.s'is 19(4):  351-363. .

The authors examine Eve quest ions regarding analysts ' EPS forecasts: (1) what is the
size and pattern ofanalysts '  errors;  (2) what is  the source oferrors;  (3) axe some inks
more difEeult  to poedictthanot lrers; and (4) is there an associat ion between errors iN
forecasts and divergence dfaimalysts' estimates. The authors use the UB/E/S daXsbase at'
earnings forecasts for a sample of414 Simms for the three years 1976 through 1978, and
they compare the I IBIE/S forccasis to actual earnings for each of the next two years. The
authors conclude that analysts were accurate in estimating the average level of grovirlih in
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forecast nor. .

Givoly, D., and Josef Lakonishok (1984). "Properties of analysts' forecasts of earnings: a
review and analysis of the research." JournalofAccounting Literaa¢re.3: 119-148.
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Brawn, L. D. (1997). "Analyst forecasting euors' additional evidence."Financial
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fordxe fo1luIWi¢1g¢llmisstfoodandnlzwedpmdllewy hansom&tion equipment,
cnmnnmicaEnns,auddec»8c4gas,san&nryse:vice1. .

Keane, M. P., aid David B. Rankle (1998). "Arc Financial analysts' forecasts of coiporatc
profits rationaL"The Joznvzal ofPo1¥1icaI Econamy 106(4): 768-805. -
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Keene and Rankle demonstrate ilrat previous inferences regarding analyst optimism are
strongly affected by correlation in analyst forecast errors across forecasts and Ernns and
by unexpected accounting write-ons and special charges. They develop a new estimator
of bias that gives correct sintistieal inference when forecast errors are conelalted, and they
show that previous studies' failure to account for correlation led to a conclusion that
analysts are optimistic. Using an DBIE/S database over the period 1983 - 1991, they also
demonstrate that a correct test for analyst optimism leads to the conclusion that analysts
are unbiased. i!
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88n8m85 forecasts."Journal qfAccoiaz!ing & Eéonornics 36: 105-146.
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Ciwcmeexamincatxvendsiaan~alyst¢fa'oucastdispasinn,arnr,nndoptimismusingFixst
Call 120,022 'IWW'-=!1Y observations Emma 1990-2001. He Ends that M1941 optimism
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Cladode, J., Stephen P. Ferris, Narayanan Jayasrannan, and Iinsota Lee (2006). "Are analyst
recommendations biased? Evidence Eons ccnporate banlauptniesfJowvzal of.FiJ1aneiaI
and Quantitative Anal}u'IZs41(1): 169496.

I

n

The authors test whether a bigs exists 'm analysis' recommendations for fems that filed
for barnlnmplzy in tire period 1995 - 2001 . Their database consists off dual set of289
arms that filed for bankruptcy during this period and that have I/B/E/S analysts' forecasts.
As a comparison sample, the authors idexultifyrr matching group of firms with the same
SIC code and that have a similar likelihood of bankruptcy aslmeasmred by the Altman z-
score. The authors rest for optimism by comparing the analysts' mommmdWom for the
companies in the bankrupt group to the matched sample of companies in the non-
banlautpt gnnoup in five categories--strong buy, buy, hold, urea-perfonn, and sell. They
find that, on average, analysts' recozrnnendztions are significantly lower for the
companies that eventually go bankrupt than for the matched companies that do not tile
for bankruptcy. From this comparison, the authors conclude that the hypothesis that
alnnlysts' recommendations are optimistic shod be rejected. .

n

Yang,R, and Yaw M Mensch (2006). "The effect of the SEC's regulation fair
disclosure on analyst forecast attributes."Journal ofF&ranciaI Regulaiian and
Corffpliance 14(2): 192-209. '

E

1

..¢""*»

Regularddn Mr disclosure ("Rng. FD"), issued on Octobu 235 2000, prolnlbi& selocdvs
.disclosure of mnnlmuial mm-public in&3nnadnn W Enlsmadnl analysts, insdmionql investors,

. .and oWners poor mnn@=1:ins it available w Geo gangralpuhiip,Binam implme1mEQn
.ofReg'.FD,mnstcnnfHwcccall lwi&analy!uwd8ioces§ibleonlytoect'N 8tm1ysB
an.dins6hIIioud8linrvestdn. ThsaWmnm:£minevvl\:&taRsg.FD¥:asinHumced
amalysh' calming; forecast accuracy Md forecast disperddn M cnnpanis daft routinely
con&xcteon£=:enccclllsalwe1las§:rednurpmiaWzmdopatccnduddumfermeedalls.
Using llB/EIS fondest day-forMcpuiodQcmber 1998 tl=2*°"8h Septe:unher2002 and
12,806 Ennniquaxtu obse:va6nms 'm pre-RegFD period and 13,104 Ernnqumrter
observations 'm the p°=\-R=z FD period, the aunhun melamine We descriptive statistics of
analysis' forecast sums in1118 pre-Reg. FD and post-Reg. FD envirunmenis. They
conclude d1a¢ Rag. FD had Ii&Ie inHu=nce on analyst' &recast mom: the mean fcirecast
enurwasappru8ma¢lyzuminboWMsprb-andpost-Rag.FDpe1:iods. .
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I
Las Quintas Serer as Water Company

Test Year Ended June 30, 2009
Cost of Preferred Stock

Exhibit
Rebuttal Schedule D-3
Page 1
Witness: Bourassa

End of Test Year End of Proieded Year

Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, no PREFERRED STOCK ISSUED OR OUTSTANDING

I

Line
No.

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP scHEDuLEs:
Rebuttal D-1



Las Quintas Serer as Water Company
Test Year Ended June so, 2009

Cost of Common Equity

Exhibit
Rebuttal Schedule D-4
Page 1
Witness: Bourassa

The Company is proposing a cost of common equity of 14.40%

z

Line
No.

1
2
3
4
5
6
7
8
9

10
11
12
13
14
i s
18
17
18
19
20

SUPPORTING SCHEDULES!
Rebuttal Scheduies D-4.0 to D-4.16

RECAP scHEDuLEs;
Rebuttal D-1

)
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1.

Q1.

INTRODUCTION AND PURPOSE OF TESTHVIONY.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A1. My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix. Arizona 85029.|
QS. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

AS. On behalf of the applicant, Las Quintus Serenes Water Company ("LQSWC" or the

"Company").

| QS. HAVE YOU PREVIOUSLY SUBMITTED DIRECT AND REBUTTAL

TESTHVIONY IN THE INSTANT CASE?

AS. Yes, my Direct and Rebuttal Testimony was submitted in support of the initial

application in this docket. On each occasion, there were two volumes, one

addressing rate base, income statement and rate design, and the odder addressing

cost of capital.

QS. WHAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY?

| A4. I will provide Rejoinder Testimony in response to the surrebuttal filing by Staff.

More specifically, this first volume of my Rejoinder Testimony relates to rate base,

income statement and rate design for LQSWC. In a second, separate volume of my

testimony, I provide responses to Staff on the cost of capital and rate of return

applied to the fair value rate base, and the determination of operating income.

|
|
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II.

Qs.

SUMMARY OF LQSWC'S REJOINDER POSITION

WHAT IS THE REVENUE INCREASE THAT THE COMPANY Is

PROPOSING AT THIS STAGE OF THE PROCEEDING?

1



I
I

I
I
I

A5. The Company is proposing a total revenue requirement of $687,117 which

constitutes an increase in revenues of $l98,846, or 40.72% over adjusted test year

revenues. The total revenue requirement and increase in revenues is slightly higher

than in the Company's rebuttal tiling.

QS. WHY IS THE REVENUE REQUIREMENT AND REVENUE INCREASE

HIGHER THAN IN THE COMPANY'S REBUTTAL FILING?

AS.

I

I
|

The increase is primarily due to an increase in rate base from the rebuttal filing of

$1,999,859 to the rejoinder tiling of $2,015,574. As I will discuss, the Company

has adopted Staffs accumulated depreciation ("A/D") balance which has resulted

M a reduction to Me A/D balance of $22,378 and in an increase in rate base of

$22,378. Accounting for the impact of the change in the A/D balance, the

Company's proposed accumulated deferred income tax ("ADIT") balance (an

asset) is reduced by $6,663 and rate base is reduced by $6,663. The net change in

rate base is $15,574 ($22,378 minus $6,663).

I QS. PLEASE' SUMMARIZE THE COMPANY'S REJOINDER RATE BASE

AND REJOINDER ADJUSTMENTS.

A7. The Company proposes two revisions to the adjustments to rate base set forth in its

rebuttal filing. As discussed above, the Company proposes a decrease in A/D and a

decrease in ADIT. The Company proposes a rate base of $2,015,574. The

Company also continues to propose a return of 9.44 percent rate of return based on

its weighted average cost of capital ("wAcc").1

Qs. WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE

INCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF

THE PRO CEEDING?
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26 1 See Rejoinder Schedule D-1.I
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A8. The proposed revenue requirements and proposed rate increases are

Revenue Requirement Revenue Inch.

$685,047 $196,777

3638,106 $149,836

$687,117 $198,846

as follows:

% Increase

40.30%

30.69%

40.72%

Company Rebuttal

Staff Surrebuttal

Company Rejoinder

III.

QS.

RATE BASE

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS AT THIS STAGE CF THE PROCEEDING?

Yes, the rate bases proposed by the parties in the case are as follows:

OCRB FVRB

$1,999,859 $1,999,859

$1,913,221 $1,993,221

$2,015,574 $2,015,574

Comp any Rebuttal

Staff Surrebuttal

Company Rejoinder

A. Plant-in-service.

|
|
I
|
|
|
|
|

Q10. WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ORIGINAL COST RATE BASE, AND IDENTIFY ANY ADJUSTMENTS

YOU HAVE ACCEPTED FROM STAFF?

The Company's rejoinder rate base adjustments to OCRB are detailed on Rejoinder

Schedules B-2, pages 3 through 6. Rejoinder Schedule B-2, page 1 and 2,

summarize the Company's proposed adjustments and the rejoinder OCRB. The

Company does not propose any changes from its rebuttal plant-in-sewice ("p1s>=).2
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26 2 See Rebuttal Testimony of Thomas J. Bourassa ("Bourassa Rb.") at 4-8.
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Q11. PLEASE SUMMARIZE THE PLANT-IN-SERVICE BALANCES

RECOMMENDED BY THE PARTIES AT THIS STAGE OF THE

PROCEEDING.

A11. The PIS balances proposed by the parties at this stage of the proceeding are:

gaff s 3,594,478

Company $ 3,594,4724

I

As you can see, both the Company and Staff are in agreement on the PIS balance.

B. Accumulated Depreciation.

Q12. PLEASE SUMMARIZE THE PARTIES

DEPRECIATION BALANCE RECOMMENDATIONS.

ACCUMULATED

A12. The accumulated depreciation ("A/D") balances proposed by the parties at this

stage of the proceeding are:

Staff

Company

s 1,021,7695

$ 1,021,7696

|
The Company has adopted Staff's adjustment to A/D for $41,000 for plant not used

and useful as shown in Rejoinder Schedule B-2, page 4.3. The Company believes

that removing the entire cost of not used and useful plant from the A/D balance is

not proper. However, it has agreed with Staff for the purposes of this rate case in

order to eliminate issues between the parties. The Company and Staff now agree
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3 See Staff Surrebuttal Schedule CSB-3 .

4 See Company Rejoinder Schedule B-1.

5 See Staff Surrebuttal Schedule CSB-3.

6 See Company Rejoinder Schedule B-1.
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as to the total adjustment of $55,659.7

c. Contributions-in-aid of Construction ("CIAC") and Advances-in-aid of
Construction ("AIAC").

Q13. PLEASE DISCUSS THE RECOMMENDED AIAC AND CIAC BALANCES.

A13. The Company and Staff propose an advances-in-aid of construction ("AIAC")

balance of $351,405. 8 With respect to contributions-in-aid of construction

("CIAC"), the Company and Staff propose a CMC balance of $333,555, and an

accumulated amortization balance of $83,90l.9 Thus, they are in agreement as to

each of these items.

D. Accumulated Deferred Income Taxes ("ADITs").

Q14. IS THE COMPANY PROPOSING ANY CHANGES TO ACCUMULATED

DEFERRED INCOME TAXES IN ITS REJOINDER FILING?

All. Yes. Based on its adjustment to A/D, the ADIT balance (an asset) is lower by

$6,663 from 877,709 in its rebuttal tiling to $71,046 in its rejoinder tiling. The

details of the Company's computation of ADIT can be found on Rejoinder

Schedule B-2, page 6.

Q15. WHAT ADIT BALANCE DOES STAFF RECQMMEND?

Al5. Staff continues to recommend an ADIT balance (a liability) of $31,307.10
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7 See Rejoinder Schedule B-2, page 1 and Staff Surrebuttal CSB-3 .

s See Rejoinder Schedule B-1, Staff Surrebuttal Schedule CSB-3

9 rd.
10 Brown Sb. at 10. See also Staff Surrebuttal Schedule CSB-3.
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Q16. PLEASE EXPLAIN THE DIFFERENCE BETWEEN THE COMPANY'S

RECOMMENDED ADIT BALANCE AND STAFF RECOMMENDED ADIT

BALANCE?

Al6. The Company includes a net operating loss from the bonus depreciation component

("NOL Component") whereas Staf f  does not. I have discussed the NOL

Component extensively in my Rebuttal Testimonyu and will not repeat that

testimony here, except to reiterate that the NOL Component is directly related to

the timing difference between book and tax depreciation. In other words, it

essentially represents the tax benefit related to tax depreciation that the Company

will be able to use as an offset to future income.

Q17. PLEASE COMMENT ON MS. BROWN'S TESTIMONY ON PAGE 9 THAT

THE TAX NOL COMPONENT REPRESENTS THE LOSSES INCURRED

BY THE COMPANY WHEN THE COMPAMNY FAILED TO EARN ITS

AUTHORIZED RETURN.

Al7. Ms. Brown's testimony demonstrates an apparent lack of understanding of the

NOL Component on Ms. Brown's part. Even if the Company had earned its

authorized return during the test year, there would still be a net operating loss for

tax purposes. In fact, the NOL Component would be at least as great, if not

greater, than the NOL Component of $116,506 used in the Company's ADIT

computation.12 This is because die hook depreciation for the test year of about

$33,325 and the tax depreciat ion of  about $54,334 are dwarfed by die

approximately $775,539 of bonus depreciations. Further, there would not have

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17.
18
19
20
21
22
23
24
25
26

11 Bourassa Rb. at 7-10.

12 See Rejoinder Schedule B-2, page 6.

13 See Rejoinder Schedule B-2, page 6.2, footnote 5.
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been a net operating loss for tax purposes or a NOL Component if the Company

elected not to take bonus depreciation.

I have prepared Rejoinder Exhibit TJB-RJ1, attached hereto, to illustrate

this point. As you will find in the exhibit, I assumed that the authorized earnings

for the test year are based upon the average rate base (average of beginning of year

and end of year14) and a rate of return of 9.44 percent (the return requested in Me

instant rate case). We can disagree as to whether these are appropriate

assumptions, but I believe this approach is conservative.15 In any event, as you will

find, after carrying back a portion of the tax net operating loss to prior years, as I

have done in the Company's computation of Me NOL Component16, the NOL

Component would be over $129,000 compared to the $166,506 included in the

Company's ADIT computation. Also, as illustrated, there would have been no net

operating loss for tax purposes and therefore no NOL Component had the

Company not elected to take bonus depreciation.

Q18. ARE RATE PAYERS DISADVANTAGED BY THE COMPANY'S

PROPOSAL TO INCLUDE A NOL COMPONENT IN ITS ADIT

COMPUTATION?

A18. Absolutely not. In the instant case, if the Company had not elected to take bonus

depreciation, the ADIT balance (an asset) would have been $139,313 and the

Company's proposed rate base thus higher by $68,267 ($139,313 minus $77,046).

I have prepared Rejoinder Exhibit TJB-RJ2 showing the computation. Clearly,

rate payers have received the benefit of a lower rate base (and lower revenue

requirement) by the Company's election to take bonus depreciation for tax
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14 Rate base component balances obtained from E-l .

15 NOL Component would be higher at a lower authorized return.

ye See Rejoinder Schedule B-2, page 6.2, footnote 5.
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purposes. But, regardless of whether rate base would have been higher or lower as

a result of electing or not electing to take bonus depreciation, including all of the

ADIT components Mat have an impact on rate base and the revenue requirement

properly matches rate base, revenues, and expenses. And, such proper rate-making

is fair to both the Company and to rate payers.

Q19. DO YOU AGREE WITH MS. BROWN'S TESTHVIONY ON PAGE 10 THAT

JUST BECAUSE THJ8 FINANCIAL ACCOUNTING STANDARDS BOARD

STATEMENT NO. 109 REQUIRES THE RECOGNITION OF NET

OPERATING LOSSES IN ADIT DOESN'T MEAN THAT NET

OPERATING LOSSES SHOULD BE ALLOWED FOR RATE MAKING

. PURPOSES?

Al9. Yes. In the most recent Chaparral City Water Company ("CCWC") rate case, for

example, the Company proposed and Staff accepted the exclusion of ADIT related

to goodwill.17 The Company excluded the ADIT related to goodwill because

goodwill was not a component of rate base nor was the amortization of goodwill in

operating expenses. Inclusion of ADIT related to goodwill in rate base in the

CCWC rate case would have resulted in a mismatch between rate base, revenues,

and expenses. However, in the instant case, the NOL from bonus depreciation is

specifically related to plant and accumulated depreciation recognized in the

Company's rate base. Failure to recognize the NOL Component will result in a

mismatch and is not proper rate making. Staffs proposal to exclude the NOL

Component accordingly must be rejected.

Remaining Rate Base Issues.E.
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26 17 See Chaparral City Water, Docket No. W-02113A-07-0551 .
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Q20. PLEASE ADDRESS THE QUESTIONS STAFF HAS CONCERNING

CUSTOMER DEPOSITS ?

A20. Staff offers three questions regarding customer deposits.18 With respect to whether

the Company collected security deposits, the answer is no. The Company currently

does not have a bad debt problem and there is no compelling reason at this time for

the Company to collect security deposits. The Company does collect key deposits.

As I previously testified, these are not security deposits to secure the payment from

customers, randier, they are deposits to insure the return of keys given to customers

to provide access to standpipe service.19 With respect to the balance of key

deposits of $7,475, the balance may contain key deposits which are no longer

refundable and which may not have been cleared from the account. In some cases,

for example, the deposit has been forfeited (no longer refundable) because the

Customer has left the system and not returned die key. The Company will

provide information to Staff to reconcile this account. With respect to the third

question as to whether the additional $5 is for either a replacement key or a second

key, the answer is "either" depending on the circumstances. If a customer loses

his/her key, for example, then the original key deposit is forfeited (no longer

refundable) and the customer is charged an additional $5 which is subject to

refund. If the customer requests a second key, then the original deposit plus the

charge for the second key is subject to refund.

Q21. DOES THE COMPANY BELIEVE IT SHOULD PAY INTEREST ON THE

KEY DEPOSITS?

Al l .  No. First, these are relatively small amounts and it would cost more

administratively to track then it is worth. Second, these are not security deposits

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

18 Brown Sb. at 6.

19 Bourassa Rb. at 11.
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securing payment from customers as contemplated by Me ACC ru1es.20 If the

Commission were to decide Me Company needs to pay interest, it should certainly

not be at the 6 percent as suggested by staff." The current money market rates are

very low and have been for several years." At the very least the interest rate

should be conditional based upon current money market rates (perhaps set annually

based upon the Wall Street Journal l-year rnoneymarket rate and of January 2nd of

each year).

iv. INCOME STATEMENT

A. Income Statement Adjustments.

Q22. PLEASE DISCUSS THE COM1'ANY'S PROPOSED ADJUSTMENTS To

REVENUES AND EXPENSES AND IDENTIFY ANY ADJUSTMENTS YOU

HAVE ACCEPTED FROM STAFF.

A22. The Company's proposed raj binder adjustments are detailed on Rejoinder Schedule

C-2, pages 1-9. The rejoinder income statement with adjustments is summarized

on Rejoinder Schedule C-l, pages 1-2. I have previously testified to the Company's

proposed adjustments to revenues and expenses in my Rebuttal Testimony." The

Company's does not propose any additional adjustments. However, the Company

has revised its property tax adjustment (Adjustment 2), its interest synchronization

adjustment (Adjustment 4), and its income tax adjustment (Adjustment 5) to reflect

the Company's rejoinder proposed levels of rate base, revenues and expenses.
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20 See R-14-2-403B.
21 Brown Sb. at 7.

22 Cunent 1-year CD rate is 12%, 2-year CD rate is 1.55%, and 5-year CD rate is 2.46%. See
Bankrate.com on September 20, 2010.

23 Bourassa Rb. at 11-15.
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B. Remaining Revenue and Expense Issues.

Q23. PLEASE RESPOND TO Ms. BROWN'S TESTHVIONY ON PAGES 13

THRQUGH 15 REGARDING THE METHODOLOGY FOR COMPUTING

AMORTIZATION OF CIAC ?

A23. The generally accepted assumption underlying Me use of a composite rate is that

CIAC is used to fund all PIS, not just depreciation plant.24 However, Ms. Brown

appears to now believe that a composite rate does not assume that all plant is

funded with CrAc.25 She then she states that land costs (and other non~

depreciable plant costs) are removed before computing CIAC amortization.26 In

fact she demonstrates the computation in which she removes $10 of land costs

from the $100 CIAC balance she uses throughout the example(s) discussed on

pages 13-15.27 However, she has not followed this method in her computation of

amortization. So, I am bit contiased by this inconsistency M approach. Further,

I stand by my rebuttal testimony that Staff" s method of computing the amortization

rate and amortization results in a negative cash flow and is not revenue neutral."

Q24. DOES THE COMPANY'S METHOD OF CQMPUTING THE COMPOSITE

RATE HAVE THE POTENTIAL OF HARMING CUSTOMERS?

A24. No. If we accept the aforesaid premise underlying the use of a composite rate -

that all plant is assumed to be funded with CMC, then there is no harm to either the

Company or rate payers. In fact, using the correct composite rate is revenue
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24 Bourassa Rb. at 13.
2-» Brown Sb. at 15.
26 Id.
27 Brown Sb. at 15, Table D
28 See Staff Schedule CSB-15.
29 Bourassa Rb. at 14.
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neutral. This is because the depreciation expense will be exactly offset by the

CIAC amortization.30

Q25. ISN'T THE COMPANY'S RECO1VHV1ENDED ACCUMULATED

AMORTIZATION BALANCE FOR CIAC BASED ON A COMPOSITE

RATE THAT INCLUDES ALL PLANT, NOT JUST DEPRECIABLE

PLANT?

A25. Yes, and as I test if ied earl ier,  Staf f  agrees with the Company proposed

accumulated amortization balance. However, Staffs construction of its composite

rate to amortize CIAC going forward is inconsistent with due composite rate used

in the past.

Q26. PLEASE COMMENT ON STAF]8"S PROPOSED RATE CASE EXPENSE.

A26. At this stage, both Staff and the Company agree on the total rate case expense but

differ on the period of time (in years) used to determine the annual amount to be

included 'm . the revenue requirement. The Company believes the appropriate

number of years should be 3 years, while Staff believes it should be 4 years.31

Q27. -DoEs THE COMPANY EXPECT To FILE ANOTHER RATE CASE

WITHIN3YEARS,AND,IFSO,WHY?

A27. Yes. I have already discussed the reasons for this in my Rebuttal testimony and

will not repeat.that testimony here in the interest of brevity."

Q28. PLEASE RESPOND TO MS. BROWN'S ASSERTION ON PAGE 11 OF

HER SURREBUTTAL TESTIMONY THAT, IN SUPPORT OF ITS

POSITION ON RATE CASE EXPENSE THAT STAFF Is PROVIDING AN

INCREASE THAT IS SUFFICIENT TO PAY FOR THE CASH EXPENSES
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30 rd.
31 Bourassa Rb, at 15-16.

32 Bourassa Rb. at 15-16.
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'

AND TO PROVIDE AN OPPGRTINTY

RECOMMEND RATE OF RETURN.

To EARN STAFF'S

A28. I agree that a purpose or intent end result of Mis rate case is to determine a level of

revenues sufficient to provide the Company an opportunity to earn its authorized

return. However, Shave a serious problem with the notion that Staff is providing a

rate increase sufficient to pay cash expenses as it relates to rate case expense. Rate

case expense is paid for up-front. The Company is out the cash now and there is no

provision for the time value of money. Further, the Company is only provided an

opportunity to recover rate case expense and then only over a period of several

years. The Company is only assured full recovery of the expense of the instant

case if it incurs no more regulatory related expense between rate cases.

v. RATE DESIGN

Q29. WHAT ARE THE COMPANY'S REJOINDER PROPOSED RATES?
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A29. LQSWC's raj binder proposed rates are:

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters .

1 1/2" Meters

2" Meters

3" Meters

4" Meters

6" Meters

Standpipe

$20.00

$30.00

$50.00

$100.00

$160.00

$320.00

$500.00

$1,000.00

$20.20
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COMMODITY RATES

5/8" X %" Meters

W' Meters

1" Meters

1 W' Meters

2" Meters

3" Meters

4" Meters

6" Meters

Standpipe

1 to 4,000 gals

4,001 to 10,000 gals

Over 10,000 gals

1 to 4000 gals

4,001 to 10,000 gals

Over 10,000 gals

1 to 25,000 gals

Over 25,000 gals

1 to 50,000

Over 50,000

1 to 80,000

Over 80,000

1 to 160,000

Over 160,000

1 to 250,000

Over 250,000

1 to 500,000

Over 500,000

0 to 4,000 gals

4,001 to 23,000 gals

Over 23,000 gals

$ 1.87

s 2.37

$ 2.97

28 1.87

$ 2.37

$ 2.97

$2.37

$2.97

$ 2.37

$ 2.97

$2.37

s 2.97

$ 2.37

33 2.97

$2.37

35 2.97

$ 2.37

$ 2.97

39 1.90

$2.37

$ 2.97

Arsenic Surcharge Eliminated

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q30. WHAT WILL BE THE AVERAGE 5/8 INCH CUSTOMER AVERAGE

MONTHLY BILL UNDER THE NEW RATES?

14



A30. As shown on Schedule H-2, page 2, the average monthly bill under proposed rates

for a 5/8 inch customer using an average 10.768 gallons is $44.00 - a $11.04

increase over the present monthly bill or a 33.51 percent increase.

Q31. DOES STAFF'S RATE DESIGN CONTINUE To SHIRFT REVENUE

RECOVERY AWAY FROM THE SMALL RESIDENTIAL CUSTOMERS

TO THE LARGER METERED CUSTOMERS?

A31. Yes. Attached hereto at Rejoinder Exhibit TJB-RJ3 is a revenue summary under

present and proposed rates for Staff and the Company. Under present rates, the

5/8x3/4 inch metered customers provide approximately 67.0 percent of revenues.

Under the Staff proposed rates, the percentage drops to approximately 64.8

percent. Under the Company's proposed rates, the percentage also drops, but only

to 65.8 percent. The decrease in revenue recovery, from the Company's largest

customer class, has to be made up by the other customer classes." So, under

Staffs design, more of Me recovery is shifted to the other customer classes than is

under the Company's rate design .

Q32. DOES THE FACT THAT THE LARGER METERED CUSTOMERS USE

MORE WATER THAT THE SMALLER METERED CUSTOMERS HAVE

ANY RELEVANCE To THE ISSUE OF REVENUE SHIFTING?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A32. No. What is relevant is that Staff is impacting the larger metered customers in a

greater way that the smaller metered customers. In my experience the larger meter

customers are the most profitable customers (they pay more than their cost of

service). Shifting more revenues to the larger means the larger metered customers

carry more of the revenue burden. This is not only unfair, but because the larger

metered customers are typically more profitable, when these customers conserve

33 In particular, the 2 inch and 4 inch metered customers see an increase in the percent of revenues
under proposed rates

15
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(use less water), dire is a greater impact on revenue stability (instability) and the

Company's ability to am its authorized return.

Q33. DOES THE RECOVERY OF REVENUES FROM THE MONTHLY

MINUMIMS AND FROM THE COMMOSITY RATES CONTINUE TO BE

SIMILAR BETWEEN THE PARTY'S RESPECTIVE RATE DESIGNS?

Rejoinder Exhibit TJB-RJ4A33. Yes. Attached as is a revenue breakdown under

present rates, Company proposed rates, and Staff proposed rates.

Q34. Is THERE ANY DISAGREEMENT BETWEEN THE STAFF AND THE

COMPANY REGARDING SERVICE LINE AND METER INSTALLATION

CHARGES?

A34. No. The Company has corrected it meter and service line installation charge for

the 4 inch - turbine meter as discussed by Ms. Brown.34

Q35. DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY?

A35. Yes. Although my silence on any issue not discussed herein does not necessarily

constitute agreement with Staff at this time.

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26 34 Brown Sb. at 17.

16
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La Quintal Serer as Water Company
Analysis of Net Operating Loss at Authorized Return

Exhibit

Plant-in-Service
A/D
Net Plant-in-Service $

June 30, 2009'
$ 3,797,061

(1 ,018223)
2,778,838

June 30,'20081.
$ 1,450,070

(980,046)
470,024$

Average
$ 2,623,566

(999,135)
$ 1.624,431

Less:
Advances in aid of Construction $ 372,323 $ 412,498 $ 392,411

Contributions-in-aid of Construction
Accumulated Amortization

333,555
(193,151)

283,303
(128,560)

308,429
(160,856)

Service Line and Meter Installation Chgs 19,641 30,103 24,872

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15

16
17

Rate Base $ 2,246,470 $ (127,320) $ 1,059,575

Average Rate Base
Rate of Returns
Authorized Operating Income (Earnings)

V\Hth Bonus Dear.

1,059,575

9.44%
100,024$

Without Bonus Depr.

1,059,575
9,44%

100,024$

Authorized Operating Income
Less: Interest Expense
Net Book Income

$ $

$

100,024
(67,699)
32,325 $

100,024
(67,699)
32,325

$ $ 33,325
(54,334)

Plus: Book Depreciations
Less: Tax Depreciations
Less: Bonus Depreciations
Net Operating Loss (NOL) $

33,325

(54,334)
(775,539) l
(764,222) $ 11,317

NOL for tax purposes $ (764,222) $

NOL Carryback to prior years $ 222,553 $

NOL Carryforward to future years $ (541 ,669) $

$NOL for tax purposes
Federal tax Rate
NOL Component for ADIT Computation $

541,669
23.83%

129,055

No net operating loss,
therefore no NOL
carryforward.

18
19
20
21
22
23
24
25
2s
27
28
29
30
31
32

33
34
35

36
37
38
39
40
41
42
43

44
45
46
47

1 From Company Schedule E-1

2 Return requested by Co, in instant case
3 From Rjoinder Schedule B-2, page 5.2, footnote 5.
4 From Rejoinder Schedule C-3.



.i,,_ x .

\

Las Quintus Serenes Water Company
Docket No. W-01583A-09-0589
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Las Quintas Serenes Water Company
Test Year Ended June 30, 2009

Revenue Summary
With Annualized Revenues to Year End Number of Customers

Exhibit
Page 1

Line
No.

Percent
Change

Meter
Size

5/8x314 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

$ $

Dollar
Chanqe

$ 125,134
860

8,403
5,553

11,183
11,433

$ 160,567

38.24%
21 .01 %
26.02%
37.63%
55.61%
59.43%
39.45%

Percent
of

Present
Water

Revenues
67.02%
0.B4%
5.04%
3.02%
3.49%
3.94%

83.35%

Percent
of

Proposed
Water

Revenues
65.82%
0.72%
4.51%
2.95%
4.11 %
4.46%

82.57%Subtotal $

Company
Present

Revenues
327,234

4,095
24,612
14,756
17,044
19,237

405,979 $

Company
Proposed
Revenues

452,369
4,956

31 ,015
20,308
28,228
30,671

567,546

$ $ $ 29,437Standpipe
Fire Sprinkler

43.87%
0.00%

43.58%

13.74%
0.10%

13.84%

14.05%
0.07%

14.12%Subtotal

67,100
480

67,580

96,536
480

97,016 29,437

$ 474,558 $ 664,562 $ 190,004 40.04% 97.19% 96.69%

Meter
Size

Company
Present

Revenues
Percent
Change

Percent
of

Present

Percent
of

Proposed

$ (1 ,434)

Company
Proposed Dollar
Revenues Charade

Revenue Annualization
$ (2,918) $ (1,484)

499
(118)

1,012
(233)

513
(115)

5/8x3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

103.52%
0.00%

102.88%
97.31%
0.00%

122.,11%
125.12%

-0.29%
0.00%
0.10%
-0.02%
0.00%
1.58%
1.36%

-0.42%
0.00%
0.15%
-0.03%
0.00%
2.49%
2.18%Subtotal $

7,707
6,654 $

17,117
14,97B $

9,411
8,325

345 690 345Standpipe
Fire Sprinkler

99.92%
0.00%

0.07%
0.00%

0.10%
0.00%

123.87% 1.43% 228%$

$

6,999 $

481,557 $

8.670

198,674 41 .26% 98.63% 98.97%

Misc. Sew. Rev.
Annualization of Misc Service Rev.
Unreconciled Difference to C-1

0.00%
0.00%

-567.69%

1.388%
0.000%
-0.013%

0.986%
0.000%
0.044%

1
2
3
4
5
6
7
8
g
10
11
12
i s
14
15 Total Revenuers beforeAnnualization
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
3:3 Total Revenue Annualization
34
35 Total Revenues Rev. Annual.
36
37
38
39
40
41
42

Total Revenues $

6,778

(65)

488,270 $

15,668 $

680,231 $

6,778

304

687,313 $

369

199,043 40.76% 160.00% 100.60%
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Las Quintas Serer as Water Com party - Staff Proposed Rates
Test Year Ended June 30, 2009

Revenue Summary
With Annualized Revenues to Year End Number of Customers

Exhibit
Page 2

Percent
Change

r
Meter
Size

5/8x3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

$ $ $ 2B.01%
14.11 %
20.85%
29.64%
52.35%
51 .71 %
30.05%

Percent
of

Present
Water

Revenues
67.05%

0.84%
5.04%
3.02%
3.49%
3.94%

83.39%

Percent
of

Proposed
Water

Revenues
64.94%

0.72%
4.60%
2.97%
429%
4.52%

82.04%Subtotal $

Company
Present

Revenues
327,234

4,095
24,612
14,756
17,044
19,237

406,979 $

Staff
Proposed
Revenues

418,904
4,673

29,695
19,129
27,672
29,185

529,258

Dollar
Chanqe

91 ,670
578

5,083
4,374

10,628
9,948

s 122,280

$ $ $ 26,725Standpipe
Fire Sprinkler

39.83%
0.00%

39.69%

13.75%
0,05%

13.80%

14.54%
004%

14.58%Subtotal

67,100
240

67,340

93,825
240

94,055 26,725

Total RevenuersbeforeAnnualization $ 474,318 $ 623,323 $ 149,005 31.41% 97.19% 96.63%

Meter
Size

Company
Present

Revenues
Percent
Change

Percent
of

Present

Percent
of

Proposed

$

Staff
Proposed Dollar
Revenues Change

Revenue Annualization
(1,434) $ (2,598) $ (1,164)

45B
(95)

499
(118)

955
(214)

5/8x3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

B1.19%
0.00%

91 .42%
81 .31 %
0.00%

112.08%
117.73%

-029%
0.00%
0.10%

-0.02%
0.00%
1.58%
1.36%Subtotal $

7,707
6.654 $

16,344
14,487 $

8,637
7,833

-0.40%
0.00%
0.15%

_0.03%
0.00%
2.53%
2.25%

345 606 261Standpipe
Fire Sprinkler

75.62%
0.00%

0.07%
0.00%

0.09%
0.00%

Total Revenue Annualization $ 115.65% 1.43% 2.34%

Total Revenues with Rev. Annual. $ 32.64% 98.62% 98.97%

Misc. Sew. Rev.
Annualization of Misc Service Rev.
Unreconciled Difference to C-1

0.00%
0.00%

61.54%

1.389%
0.000%

-0.013%

1.051 %
0.000%

-0.016%

Line
MY

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
18
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42

Total Revenues $

6,999 $

481,317 $

6.778

(65)

488,030 $

15,093 $ 8,094

638,416 s 157,099

6,778

(105)

645,089 $

(40)

157,059 32.18% 106.00% 100.00%

4
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Las Quintal Serer as Water Company
Revenue Breakdown Summary

Company Present Rates

Attachment
Page 1

Commodity
Third Tier

14,979
92

5/8X3/4 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

$
$
$
$
$
$
$

Total
325,801

4,095
25,1 11
14,637
17,044
26,944

413,632Subtotal

Monthly
Mine+Surcharqe
$ 209,538
$ 2,848
$ 18,278
$ 9,451
$ 7,725
$ 10,800
$ 258,640

Commodity
First Tier

$ 33,212
273

6,278
4,379
3,443
6,548

54,134

$
$
$
$
$
$

Commodity
Second Tier
$ 68,071
$ 882
$ 556
$ 807
$ 5,876
$ 9,596
$ 85,788

$
$
$
$
$
$
$ 15,072

4,503 5,148 17,549Standpipe
Fire Sprinkler

$
$

40,245
480

$
$

$
$

$
$

$
$

67,445
480

Subtotal $ 40,725 $ 4,503 $ 5,148 $ 17,549 $ 67,925

TOTALS

Percent of Total
Cum mulative %

$ 299,364

62.17%
62.17%

$ 58,637

12.18%
74.34%

$ 90,935

18.88%
93.23%

$ 32,620

6.77%
100.00%

$ 481,557

100.00%

\ .
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Las Quintal Serer as Water Company
Revenue Breakdown Summary

Company Proposed Rates

Attachment
Page 2

commodity

inst Tier

Commodity
Third Tier

108,829
1,367

5/8x3/4 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

$
$
$
$
$
$
s

$
$
$
$
$
$
$Subtotal

$
$
$
$
$
$
$

Monthly
Mine
195,360

2,160
17,400

8,400
7,680

12,000
243,000

C
F

$
$
$
$
$
$
5

65,428
538

1 1 ,132
5,597
5,071
8,907

96,673

Commodity
Second Tier
$ 79,833
$ 891
$ 3,495
$ 6,079
$ 15,476
$ 26,881
$ 132,655 110,196

Total
449,450

4,956
32,027
20,076
28,228
47,788

582,524

8,872 6,444 43,854Standpipe
Fire Sprinkler

$
$

38,057
480

$
$

$
$

$
$

$
$

97,226
480

Subtotal $ 38,537 $ 8,872 $ 6,444 $ 43,854 $ 97,706

TOTALS
Percent of Total
Cum mulative %

$ 281,537

41.39%
41.39%

$ 105,545

15.52%
56.90%

$ 139,099

20.45%
77.35%

$ 154,050

22.65%
100.00%

$ 680,231

100.00%

r



Las Quintas Serer as Water Company - Staff Proposed Rates
Revenue Breakdown Summary

Staff Proposed Rates

Attachment
Page 3

Commodity
Third Tier

113,169
1,421

5/8x3/4 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

$
$
$
$
$
$
$

$
$
$
$
$
$
$Subtotal

$
$
$
$
$
$
$

Monthly
Mine
195,360

2,160
17,400

8,400
7,680

12,000
243,000

Commodity
First Tier

$
$
$
$
$
$
$

37,757
311

10,070
e,s81
5,580

12,417
72,515

Commodity
Second Tier
$ 70,020
$ 781
$ 3,180
$ 4,134
$ 14,412
$ 21 ,112
$ 113,640 114,590

Total
416,306

4,673
30,649
18,915
27,672
45,529

543,745

5,120 5,652 45,603Standpipe
Fire Sprinkler

$
$

38,057
240

$
$

$
$

$
$

$
$

94,431
240

Subtotal $ 38,297 $ 5,120 $ 5,652 $ 45,603 $ 94,671
\

/

TOTALS

Percent of Total
Cummulative %

$ 281,297

44.06%
44.06%

$ 77,635

12.16%
56.22%

$ 119,292

18.69%
74.91%

$ 160,193

25.09%
100.00%

$ 638,416

100.00%
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Docket No. W-01583A-09-0589

THOMAS J. BOURASSA
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Las Quintus Serer as Water Company
Test Year ENded June 30, 2009

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rejoinder Schedule A-1
Page 1
V\htness: Bourassa

Line
No .

Fair Value Rate Base 5 2,015,574

Adjusted Operating Income 52,655

Current Rate of Return 2.61 %

Required Operating Income $ 190,270

Required Rate of Return on Fair Value Rate Base 9.44%

Operating Income Deficiency $ 137,615

Gross Revenue Conversion Factor 1 .4449

Increase in Gross Revenue Revenue Requirement 198,846

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase .

$

$

$

488,270
198,846
687,117
40.72%

Percent
Increase

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

$ $

Subtotal $

Present
Rates _

327,234 $
4,095

24,612
14,756
17,044
19,237

406,979 $

Proposed
Rates

452,369
4,956

31 ,015
20,308
28,228
30,671

567,546 s

Dollar
Increase

125,134
860

6,403
5,553

11 ,183
11,433

160,567

38.24%
21 .01 %
26.02%
37.63%
65.81%
59.43%
39.45%

$ $ $ 29,437Standpipe
Fire Sprinkler

Subtotal $

67,100
480

67,580 $

96,536
480

97,016 $ 29,437

43.87%
0.00%

43.56%

Subtotal Revenues before Annualization $ 474,558 $ 664,562 $ 190,004 40.04%

8,67oRevenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues

1
2
3
4
5
e
7
8
9
10
11
12
13
14
i s
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
CB
39
40
41
42

43
44
45
46
47
48
49

$

6,999
6,778

(65)
488,270 $

15,668
6,778

108
687,117 $

173
198,847

123.87%
0.00%

-266.15%
40.72%

SUPPORTING SCHEDULES:
Rejoinder B-1
Rejoinder C-1
Rejoinder C-3
Rejoinder H-1



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Summary of Rate Base

Exhibit
Rejoinder Schedule B-1
Page 1
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 3,594\472
1,021,769

$ 3,594,472
1 ,021 ,769

Net Utility Plant in Service $ 2,572,703 $ 2,572,703

351 ,405 351,405

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construdrion 333,555 333,555

Accumulated Amortization of CIAC (83,901 ) (83,901)

Service Line and Meter Installation Cogs
Deferred Income Taxes & Credits
Customer Security Deposits

19,641
(71,046)

7,475

19,641
(71 ,046)

7,475

Plus:
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

Tota! Rate Base $ 2,015,574 $ 2v015,574

Line

1
2
3
4
5
6
7
8
9
10
1 1
12
13
14
15
16
17
18
19
20
21
22
23
24
25
25
27
28
29
30
31
32
33
34
35
36
37
38

SUPPORTING SCHEDULES:
Rejoinder B-2
Rejoinder B-3
Rejoinder B-5

RECAP SCHEDULES:
Rejoinder A-1



Las Quinoas Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments

Exhibit
Schedule B-2
Page 1
Witness: Bourassa

Line

M

Actual
at

End of
Test Year

Proforma
Adjustment

Amount

Adjusted
at end

of
Test Year

Gross Utility
Plant in Service $ 3,828,585 (234,1 13) $ 3,594,472

Less:
Accumulated
Depreciation 1,077,428 (55,659) 1,021,769

Net Utility Plant
in Service $ 2,751,157 $ (178,454) $ 2,572,703

Less:
Advances in Aid of
Construction 372,323 (20,918) 351 ,405

Contributions in Aid of
Construction 333,555 333,555

Aooumulated Amory of CIAC (83,901 ) (83,901)

19,641Service Line and Meter Installation Cogs
Deferred Income Taxes & Credits
Customer Security Deposits

(71 ,046)
7,475

19,641
(71 ,046)

7,475

Plus:
Unamortized Debt Issuance
Costs

Deferred Reg, Assets
Working capital

Total $ 2,109,539 $ (93,965) $ 2,015,574

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
CB
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

36
37
38
39
40
41
42
43
44
45
46
47
48

SUPPORTING SCHEDULES:
Rejoinder B-2, pages 2

RECAP SCHEDULES:
Rejoinder B-1
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Las Quintas Serenes Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - A

Exhibit
Schedule B-2
Page 3.1
Witness: Bourassa

Plant Retirement
\

Acct 331 - Pumping Equipment Pump Bowl Assembly $ (7,488)

Adjustment to Acct 331 - Pumping Equipment $ (7,488)

f
SUPPORTING SCHEDULES
Staff Schedule CSB-5

Line
No.
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20



/

Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - B

Exhibit
Rejoinder Schedule B-2
Page 3.2
VWtness: Bourassa

Remove Debt Issuance Costs

Acct 320.1 - Water Treatment Equipment $ (185,625)

Adjustment to Acct 320.1 - Water Treatment Equipment $ (185,625)

Line
No.
1
2
3
4
5
6
7
8
9
to
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES
Staff Schedule CSB-6



K

Las Quintas Serenes Water Company
Test Year Ended June so, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - C

Exhibit
Rejoinder Schedule B-2
Page 3.3
Witness: Bourassa

Line
No.

$ (10,090)
(9,992)

$ (20,082)

$ (20,918)

$ (41 ,000)

$ (41 ,000)

1 Not Used and Useful Plant
2
3 Acct 311 - Electric Pumping Equipment
4 Well #6 - Natural gas well engine
5 Natural gas well engine - spare
6 Total Acct 311 - Electric Pumping Equipment
7
8 Acct 331 - Transmission and Distribution Mains
9 Sun Cruz Meadows Subdivision
10
11 Total Plant Not Used and Useful
12
13
14 Adjustment to Plant in Service
15
16
17
18
19
20

SUPPORTING SCHEDULES
Exhibil MSJ Table H-1
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Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - A

Exhibit
Rejoinder Schedule B-2
Page 4.1
Witness: Bourassa

Plant Retirement

Acct 331 - Pumping Equipment Pump Bowl Assembly $ (7,488)

Adjustment to A/D Acct 331 - Pumping Equipment $ (7,488)

Line

No.
1
2

3

4
5

6
7

8
g

10

11
12

13

14
15

16
17
18

19

20

SUPPORTING SCHEDULES
Rejoinder B-2, page 3.1



Las Quintal Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - B

Exhibit
Rejoinder Schedule B-2
Page 4.2
V\htness: Bourassa

Acct 320.1 - Water Treatment Equipment added in 2009

Depreciation ($185,625 times 3.33% times 1/2 times 3/4)

Adjustment to A/D for Acct 320.1 - Water Treatment Equipment

$ (185,625)

$ (2,318)

$ (2,318)

Line

4_&
1 Remove Debi Issuance Costs
2
3
4
5
5
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21

SUPPORTING SCHEDULES
Rejoinder B-2, page 3.2



Las Quinoas Serer as Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - C

Exhibit
Rejoinder Schedule B-2
Page 4.3
Witness: Bourassa

Line

N

$ (10,090)
(9,992)

$ (20,082)

s (20,918)
$ (20,918)

$ (41 ,000)

$ (41 ,000)

1 Not Used and Useful Plant
2
3 Acct 311 - Electric Pumping Equipment
4 1996 Well #6 - Natural gas well engine fully depreciated
5 1997 Natural gas well engine - spare - fully depreciated
6 Total Depreciation Acct 311 - Elec:tn'c Pumping Equipment
7
8 Acct 331 - Transmission and Distribution Mains
9 200B Sun Cruz Meadows Subdivision

10 Total Depreciation Acct 331 - Trans. And Dist Mains
11
12
13 Total ND for Plant Not Used and Useful
14
is
16 Adjustment to ND for plant not used and useful
17
18
19
20
21
22

SUPPORTING SCHEDULES
Rejoinder B-2, page 3.3



Las Quinoas Serenes Water Company
Test Year Ended June 30, 2009

Original Cost Rate Base Proforma Adjustments
Adjustment Number 3

Exhibit
Rejoinder Schedule B-2
Page 5
Witness: Bourassa

Line
M ;

Remove AlAC funding for not used and useful plant
Sun Cruz Meadows Subdivision $ (20,918)

$ (20,918)

1 Advances-in-aid of Construction ("AlAC")

2
3
4
5
G
7
B
g
10
11
12
13
14
15
16 Adjustment to AIAC for plant not used and useful
17
18
19
20
21
22

SUPPORTING SCHEDULES
Rejoinder B-2, page 3.3
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Las Quintas Serer as Water Company
Test Year Ended June so, 2009
Computation of Working Capital

Exhibit
Rejoinder Schedule B-5
Page 1
Witness: Bourassa

Line
. M

$ 30,375
3,104

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1124 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Materials and Supplies
Prepaids

4,220
1,583

Total Working Capital Allowance $ 39,282

Working Capital Requested $

RECAP SCHEDULES:
Rejoinder B-1

SUPPORT|NG SCHEDULES:
Rejoinder C-1
E-1

Cash Workinq Capital Detail
Adjusted

Test Year Results

$ 435,615

(19,826)
26,561

111,381

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

29
30
31

Total Operating Expense
Less:
Income Tax
Property Tax
Depreciation
Purchased Water
Pumping Power
Allowable Expenses

1/8 of allowable expenses

$

$

74,502
242,997

30,375



Las Quintas Serer as Water Company
Test Year Ended June SD, 2009

Income Statement

Exhibit
Rejoinder Schedule C-1
Page 1
VWtness: Bourassa

Test Year
Adjusted
Results Adjustment

Test Year
Adjusted
Results

Proposed
Rate

Increase

Adjusted
with Rate
Increase

$ 481,492 $ $ 481,492 $ 198,846 $ 680,339
Revenues

Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$
6,778

488,270 $ $
6,778

488,270 $ 198.846 $
6.778

687,117

Operating Expenses
$ 150,775 $ 150,775$ 150,775

74,502
4,217

765
21,840

74,502
4,217

765
21,840

74,502
4,217

765
21,B40

6.568
7,408 (3,161)

6,568
4,247

6.568
4,247

11,874
7,012
2,825

1 1 ,874
7,012
2,825

11,874
7,012
2,825

J
l

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Sewices- Legal
Outside Sewices- Other
Water Testing
Equipment Rental
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp.
Reg. Comm. Exp, - Rate Case 26,667

6,177
31

117,586 (6,205)

26,667
6,177

so
111,381

26,667
5,177

31
111,381

s
$

26,078
(23,603)
440,721
47,550

$
$

483
3.777

(5,106) $
5,106 $

26,561
(19,826)
435,615
521655

$
$

61,232
61,232

137,615
$
$

26,561
41 ,405

495,846
190,270

(103,237) 6.023 (97,214) (97,214)

Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than income
Property Taxes
Income Tax

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
Interest Expense
Other Expense

$
$

(97,214)
93,056

Line

MQ;
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
i s
24
25
26
27
28
29
30
31
32
33
34
35
36
37
CB
39

Total Other Income (Expense)
Net Profit (Loss)

$
$

(103,237)
(55,687)

$
$

6.023
11,129

$
$

(97,214) $
(44,559) $ 137,615

40
41
42
43

SUPPORTING scHEDuLEs;
Rejoinder C-1, page 2

RECAP SCHEDULES!
Rejoinder A-1
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Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rejoinder Schedule C-2
Page 2
Witness: Bourassa

Depreciation Expense
Adjusted
Original

Cost
ProDo$ed

Rates
Depreciation

Expense

217
12,229 407

309,094 10.293

123,768
1,740

1,977,069

15,471
58

65,836

99,896 2,218

903,698
2,427

101,418

18,074
81

8,448

1.137 76

28,306 1.888

23,292 *

2.592 130

317
*

Acct.

301
302
303
304
305
306
307
308
309
310
311
320

320.1
320.2
330

330.1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
346
347
348

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res.
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backtiow Prevention Devices
Other Plant and Misc. Equip.
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

3.165
4,424

0.00%
0.00%
0.00%
3.33%
2.50%
2.50%
3.33%
6.67%
2.00%
5.00%
12. 50%
3.33%
3.33%
20.00%
2.22%
2.22%
5.00%
2.00%
3.33%
8.33%
2.00%
8.67%
6.57%
6.57%
20.00%
20.00%
4.00%
5.00%
10. 00%
5.00%
10. 00%
10.00%
10.00%

SUBTOTAL $ 3,594,472 $ 123,296

Less: Amortization of Contributions $ 333,555 3.5721% $ (11,915)

Total Depreciation Expense $ 111,381

Line

1
2
3
4
5
6
7
8
9
l o
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Test Year Depreciation Expense 117,586

Increase (decrease) in Depreciation Expense (6,205)

Adjustment to Revenues and/or Expenses 35 (6,205)
51
52

53
54
55
56

SUPPORTING SCHEDULE
Rejoinder B-2, page 1
Rejoinder B-2, page 3

Fully Depreciated



Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Rejoinder Schedule C-2
Page 3
WaNness: Bourassa

Properiv Taxes:

$

$
$

488,270
488,270
687,117
554,552

1,109,105

$

1

Adjusted Revenues in year ended 6/30/09
Adjusted Revenues in year ended 6/30/09
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2
Add:
Construction Work in Progess at 10%
Deduct:
Book Value of Transportation Equipment

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 1,109,105
21%

232,912
11.4039%

Property Tax
Plus: Tax on Parcels

25,561
0

Total Property Tax at Proposed Rates
Adjusted Property Taxes per Direct
Change in Property Taxes

$ 26,561
26,078

483$

Line

.NO
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
1 B
19
20
21
22
23

24
25
26

27
28

Adjustment to Revenues and/or Expenses $ 483



Las Quintas Serenes Water Company
Test Year Ended June 30, 2009

ADJUSTMENTS To REVENUES ANDIOR EXPENSES
Adjustment Number 3

Exhibit
Rejoinder Schedule C-2
Page 4
Witness: BDUFBSSB

Water Testinq Expense

$ 4,247

7,408

Water Testing Expense per Staff

Test Water Tear Testing Expense

Increase (decrease) in Water Testing Expense $ (3,161)

Adjustment to Revenue and/or Expense $ (3,151)

Line

8 ;
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15

15
17

18
19
20
21
22
23
24

SUPPORTING SCHEDULE
Staff Schedule CSB-13



Las Quintas Serenes Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Rejoinder Schedule C-2
Page 5
Witness: Bourassa

Interest Svnchronization

$Fair Value Rate Base
Weighted Cost of Debt
Interest Expense

2,015,574
4.82%

$ 97,214

Test Year Interest Expense $ 103,237

Increase (decrease) in Interest Expense (6,023)

Adjustment to Revenue and/or Expense $ 6,023

Weighted Cost of Debt Computation

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Debt

Equity

Total

$

$

$

Amount

1,725, 17s

814,405

2,539,580

Percent

67.93%

32.07%

100.00%

Cost

7.10%

14.40%

Weighted

Cost

4.82%

4.62%

9.44%



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rejoinder Schedule C-2
Page 6
Witness: Bourassa

Line
N;

Income Tax Computation

Adjusted
with Rate
Increase

Taxable Income $ $ 134,462

Taxable Income $

(64,385)

(64,385) $ 134,462

Income Before Taxes $ 134,462

Arizona Income Before Taxes $ 134,462

$ 9,369Less Arizona Income Tax
Rate =
Arizona Taxable Income

5.97%
$ 125,092

Arizona Income Taxes $ 9.369

Federal Income Before Taxes $ 134,462

Less Arizona Income Taxes 9,369

Federal Taxable Income

$

$ 125,092

FEDERAL INCOME TAXES:
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

.r

$
$
$
$
$

Federal Income Taxes $

7,500
6,250
8,500 Federal
9,786 Effective

- Tax
Rate

32,036 23.83%

Total Income Tax $ 41,405

Overall Tax Rate 33,79%

1

2

3

4

5

6

7

8
g

10

11

12
13

14

15

16

17

18
19

20

21

22

23

24

25

26
27

28

29

30

31

32

33

34

35

36

37
38

39

40

41

42

43

44

45

46

Income Tax at Proposed Rates Effective Rate $ (19,826)



Las Quintas Serer as Water Company
Test Year Ended June so, 2009

Computation of Gross Revenue Conversion Fac:tor

Exhibit
Schedule C-3
Page 1
V\htness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
23.83%

State Income Taxes 6.97%
r

Other Taxes and Expenses 0,00%

Total Tax Percentage 30.79%

Operating Income % = 100% - Tax Percentage 69.21%

= Gross Revenue Conversion Factor1
Operating Income % 1 .4449

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rejoinder A-1



Qui?
.

Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Revenue Summary
With Annualized Revenues to Year End Number of Customers

Exhibit
Rejoinder Schedule H-1
Page 1
Witness: Bourassa

Percent
Chanqe

Meter
Size

5/BX3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

$ $ $ 38.24%
21 .01 %
26.02%
37.53%
65.61%
59.43%
39.45%

Percent
of

Present
Water

Revenues
57.02%
0,B4%
504%
3.02%
3.49%
3.94%

83.35%Subtotal $

Company
Present

Revenues
327,234

4,095
24,612
14,756
17,044
19,237

406,979 $

Company
Proposed
Revenues

452,389
4,956

31,015
20,308
28,228
30,671

557,546

Dollar
Chanqe

125, 134
850

6,403
5,553

11,183
11,433

$ 160,567

Percent
of

Proposed
Water

Revenues
65.84%
0.72%
4.51%
2.96%
4.11 %
4.46%

82.50%

$ $ $ 29,437Standpipe
Fire Sprinkler

43.87%
0.00%

43.56%

13.74%
0.10%

13.84%Subtotal

67,100
480

67,580

96,536
480

97,016 29,437

14.05%
0.07%

14.12%

Total Revenuers before Armnualization $ 474,558 $ 664,562 $ 190,004 40.04% 97.19% 96.72%

Meter
Size

Company
Present

Revenues
Percent
Change

Percent
of

Present

Percent
of

ProDQ5ed Schedule

$ (1 ,434)

Company
Proposed Dollar
Revenues Change

Revenue Annualization
$ (2,918) $ (1 ,4B4)

an

499
(118)

1,012
(233)

513
(115)

5/8x3/4 Inch
3/4 Inch
1 Inch

1.5 Inch
2 Inch
4 Inch

Subtotal $

7,707
6.654 $

17,117
14,978 $

9.411
8,325

103.52%
0.00%

102.88%
97.31%
0.00%

122.11%
125.12%

-0.29%
0,00%
0.10%

-0.02%
0.00%
1.58%
1.36%

-0.42% C-2, page 5.1
0.00% C-2, page 5.2
0.15% c-2, page 5_3

-0.03% C-2, page 5.4
0.00% C-2, page 5.5
2.49% c-2, page 5.6
2.18%

345 690 345Standpipe
Fire Sprinkler

99.92%
0.00%

0.07%
0.00%

0.10% C-2, page 5.7
0.00%

Total Revenue Annualization $ 123.87% 1.43% 2.28%

Total Revenues with Rev. Annual. $

8,870

198,674 41 .26% 98.63% 99.00%

Misc. Sew. Rev.
Annualization of Misc Service Rev.
Unreconciled Difference to C-1 173

0.00%
0.00%

-266.15%

1.388%
0.000%

-0.013%

0.986%
0.000%
0.016%

Li ne

! i n
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42

Total Revenues $

6,999 $

481,557 $

6,77a

(65)

488,270 $

15,668 $

680,231 $

6,778

108

687,117 $ 198,847 40.72% 160.00% 100.00%



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Analysis of Average Bill by Detailed Class

Exhibit
Rejoinder Schedule H-2
Page 1
Witness: Bourassa

Proposed
RatesMeter Size and Class

5/Bx3/4 Inch
3/4 'Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

Average
Consumption

10,768
15,598
16,842
52,477

153,057
401 ,611

$

Average Bill
Present
Rates

32.95 44.00
56.69 68.35
72.79 89.94

172.1 g 225.93
337.57 566.81
971 .37 1,543.39

$

Proposed Increase
Dollar Percent

Amount Amount
11.04
11.66
17. 15
53.75

229.24
572.01

33.51 %
20.57%
23.56%
31 .21 %
67.91 %
58.B9%I Subtotal

(B)
Average

Number of
Customers

at
5/30/2009

B20
6

28
7
4
2

B57

11,823 13.07Standpipe
Fire Sprinkler

Subtotal

156
4

160

$
$

34.27
10.00

$
$

47.33
10.00

38.13%
0.00%

I Totals 1 ,026

(a) Average number of customers of less than one (1), indicates that less than 12 bills were issued during the year.

Line

_*ML
1
2
3
4
5
6
7
8
9
10
11
12
13
14

15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40



\

Las Quintus Serer as Water Company
Test Year Ended June 30, 2009

Analysis of Average Bill by Detailed Class

Exhibit
Rejoinder Schedule H-2
Page 2
Witness: Bourassa

Line
M

$
Meter Size and Class

5/8X3/4 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch
4 Inch

(H)
Average

Number of
Customers

at
5/30/2009

B20
6

28
7
4
2

867

Average
Consumption

10,76B
15,598
16,842
52,477

153.057
401 ,611

$

Median Bill
Present Proposed
Rates Rates

30.35 38.16
55.43 65.09
67.80 79.64

153.82 186.56
206.37 253.67
911.70 1,390.03

Proposed Increase
Dollar Percent

Amount Amount
7.81
9.66

11.85
32.74
47.31

478.33

25.75%
17.43%
17.48%
2129%
22.93%
52.47%

Subtotal

11,823 $ 34,27 $ 47.33 $ 13.07Standpipe
Fire Sprinkler

Subtotal

156
4

160

38.13%
0.00%

Totals 1 ,026

1
2

3

4

5

6

7

8

g

10

11
12

i s

14

i s

16

17
18

19

20

21

22

2s

24

25

26

27

2B

29

30

31

32

33

34

35

36

37

38

39

40

(a) Average number of customers of less than one (1), indicates that less than 12 bills were issued during the year.

1

I
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Las Quintal Serer as Water Company
Changes in Representative Rate Schedules

Test Year Ended June 30, 2009

Exhibit
Rejoinder Schedule H- 3
Page 4
Witness: Bourassa

$
$
$
$
$

Present
Rates

20.00
30.00
20.00
30.00
25.00

$
$
$
$
$

Proposed
Rates

20.00
30.00
20.00
30.00
25.00

*w

$ $

$

15.00
N/T

15.00
N/T

1.50%

$

15.00
1.50%

15.00
Cost

1,50%

$ 30.00 $ 30.00
$ 5.00 $ 5,00
$ 250.00 See H-3, page 6
See H-3 page e See H-3 page G

NIT : No tariff.

IN ADDITION To THE COLLECTION oF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE (14-2-409.D 5)-

Line
& Other Service Charqes

1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent and After Hours)
5 Meter Test (If meter reading correctly)
6 Deposit
7 Deposit Interest
8 Re-Establishment (With-in 12 Months)
9 NSF Check

10 Deferred Payment, Per Month
11 Meter ReRead (if correct)
12 After hours service charge, per Rule R14-2-403D
13 Late Charge per month (per R-14-2-409G(6))
14
15 Standpipe Charges
16 Original Key Deposit
17 Additional Set
18 Offsite Facitlities Hook-Up Fee
19 Arsenic Impact Hook-Up Fee
20
21 * PER COMMISSION RULE (R14-2-403.B)
22 *If Months off system times the minimum. PER COMMISSION RULE (R14-2-403.D)
23
24
25
26
27
28
29
30
31
32
33
34

ALL ADVANCES AND/OR CONTRIBUTIONS ARE To INCLUDE LABOR, MATERIALS, OVERHEADS,
AND ALL APPLICABLE TAXES.



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Service Charges
Meter and Service Line Charges

Exhibit
Rejoinder Schedule H-3
Page 5
Witness: Bourassa

Proposed
Service

Line
Charge*$  .

J

445.00
445.00
495.00
550.00

N/A
830.00
830.00

N/A
1 ,045.00
1 ,16500
N/A
1,490.00
1 ,670.00
N/A
2,210.00
2,330.00

Proposed
Meter
Install-
ation

Charge*
$ 155.00

255.00
315.00
525.00
N/A

1 ,045.00
1,890.00

N/A
1,670.00
2,545.00

N/A
2,670.00
3,645.00

N/A
5,025.00
6,920.00
At Cost

Total
Proposed
Charge*
$ 600.00

700.00
810.00

1,075.00
N/A

1,875.00
2,720.00

N/A
2,715.00
3,710.00

N/A
4,160.00
5,315.00

N/A
7,235.00
9,250.00

At Cost

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
2 Inch /Turbine
2 Inch / Compound
3 Inch
3 Inch /Turbine
3 Inch / Compound
4 Inch
4 Inch / Turbine
4 Inch / Compound
6 Inch
6 Inch /Turbine
6 Inch I Compound
8 Inch

Total
Present
Charge

$ 150.00
NT
225.00
475.00
625.00
NT
NT
850.00
NT
NT

1,800.00
NT
NT

3,000.00
NT
NT
NT At Cost

Line
No.
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

*Based on Staff update of typical service line and meter installation charges dated
February 21, 2008.

I



Las Quinoas Serer as Water Company
Changes in Representative Rate Schedules

Test Year Ended June 30, 2009

Exhibit
Rejoinder Schedule H- 3
Page 6
Witness: Bourassa

Arsenic Impact Hook-uD Fee

Present
Charge

$ 1,135
1,703
2,838
5,675
9,080

18, 160
28,375
56,750

Proposed
Charge

$ 1,135
$ 1,703
$ 2,838
.$ 5,675
$ 9,080
$ 18,160
$ 28,375
$ 56,750

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Offsite Facilities Hook-un Fee
r

Present Proposed
Charcxe Charge

$ $

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch

250
250
250
250
250
250
250
250

250
250
250
250
250
250
250
250
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1.

Q1.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

A l . My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,

Phoenix, Arizona 85029.

QS. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

AS. I am testifying on behalf of the applicant, Las Quintus Serenes Water Company

("LQSWC" or the "Company").

QS. ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

AND REBUTTAL TESTIMONY IN THIS DQCICET?

AS. Yes. I am submitting separately bound rejoinder testimony on rate base, income

statement, revenue requirement and rate design, along with this rejoinder testimony

on the cost of capital

QS. WHAT IS THE PURPOSE OF THIS VOLUME OF YOUR REJOINDER

TESTHVIONY?

A4. I will summarize the rejoinder position of the Company and provide a response, as

appropriate, to the Surrebuttal Testimony of Mr. Manrique on behalf of Staff.

11. SUMMARY OF REJOINDER TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY

A. Summary of Company's .Raj binder Recommendation

Q5. WHAT Is THE COMPANY'S REJOINDER POSITION ON THE COST OF

CAPITAL?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A5. The Company's position regarding the cost of equity has not changed since my

rebuttal testimony was filed on August 23, 2010. The Colnpany's proposed capital

1



structure is 67.93 percent debt and 32.07 percent equity. I continue to recommend

a cost of equity of 14.4 percent and cost of debt of 7.1 percent, which results 'm a

weighted cost of capital ("WACC") of 9.44 percent.

As I explained in my rebuttal testimony, I believe that a return on equity of

14.4 percent is fair and reasonable, and properly takes into account LQSWC's

financial and business risk. It is based on applying the Discounted Cash Flow

("DCF") model and the Capital Asset Pricing Model ("CAPM") to the sample

group of publicly traded water utilities normally used by Staff and approved by Me

Commission in setting rates for numerous water and wastewater utilities. The

return produced by those models was (i) then adjusted upward by 150 basis points

to account for the higher level of debt in the Company's capital structure, and (ii)

then further adjusted upward by an additional 100 basis points to account for the

Company's extremely small size, lack of investment liquidity, and die additional

risk that results from the particular grate-making methods employed in Arizona.

The table below summarizes die Company's final position:

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Method

Range DCF Constant Growth EstiMates

Range of CAPM Estimates

Average o f  DCF and CAPM midpo in t

estimates 10.2% 13.5% 11.9%

Financial Risk Adjustment 1.5% 1.5% 1.5%

Specific Company Risk Premium 1.0% 1.0% 1.0%

Indicated Cost of Equity 12.7% 16.0% 14.4%

The schedules containing my updated cost of capital analysis from my rebuttal

Low

9.1%

10.4%

High

11.3%

15.8%

Midpoint

10.5%
13.2%

2



testimony are attached to this rejoinder testimony. Also attached are two exhibits,

which are discussed below.

There have been no significant changes in the financial markets that affect dirt

analysis, which was performed approximately four weeks ago.

B. Summarv of the Staff Recommendation.

QS. PLEASE SUMMARIZE THE RECOMMENDATION OF STAFF FOR THE

RATE OF RETURN ON FAIR VALUE RATE BASE. I

A6. Staff is recommending a hypodietical capital structure consisting of 60 percent debt

and 40 percent equity.1 Staffs updated cost of equity of 10.4 percent is based on

the average cost of equity produced by its DCF and CAPM mode1s.2 Staff also

determined the cost of debt to be 7.1 percent.3 Based on its recommended

hypothetical capital structure, Staff determined the WACC for SWC to be 8.5

percent.4

The most signif icant def iciencies in Staffs recommendations are, in

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

summary:

(1) Staff ignores the fact that LQSWC is rislder than the publicly traded

utilities in the sample group, despite LQSWC's small size, lack of liquidity and

Arizona's unfavorable regulatory climate. Empirical financial data demonstrate

that there exists a relationship between firm size and retu1n.5 No rational investor

1 See Su r r e bu t t a l T e s t i m o n y o f J u a n C . M a n r i q u e ( " E n r i q u e S b . " ) a t 2 .

2 Id.
3 rd.
4 Id.
5 Morningstar, Ibbofson SBE]20]0 Valuation Yearbook, 85-107.

3



would agree with Staffs position, which violates the comparable earnings

standard.

(2) Staff improperly double-counts historic growth rates in estimating the

future dividend growth rate - g - in the DCF model, and fails to properly utilize the

best estimate of expected dividend growth which are analysts' forecasts of grown.

Historic growth is already reflected iN the current stock prices of the publicly

traded sample utilities and is considered by analysts in developing their growth rate

forecasts. This "double count" error depresses the result produced by the DCF

model.

(3) Staffs recommended hypothetical capital structure contains more debt

than its sample publicly traded utility companies and, without an upward financial

risk adjustment to recognize this fact, Staff inadequately addresses the financial

risk associated with LQSWC's highly leveraged actual capital structure.

(4) Based on the Staff recommendations in the instant case, the Company

will have insufficient earnings from which to pay dividends (distributions) at a

level comparable to the publicly traded utilities. Thus, Staffs recommendations in

the instant case will not allow the Company to attract capital. As a result, Staff s

recommendations fail to meet the standards set forth in Hope and Bluefield and

must be red ected.

HI. RESPONSE To STAFF'S COST OF CAPITAL ANALYSIS

A.` Structure Inadequately AddressesStaffs Hypothetical Capital
LQSWC's Financial Risk.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

QS. PLEASE RESPGND TO MR. MANRIQUE'S TESTIMONY ON PAGE 3

CRITICIZING YOU FOR POINTING OUT THAT THE TWO PRIOR

COMMISSION DECISIONS ADOPTING A HYPOTHETICAL CAPITAL

4



|
I

STRUCTURE ALSO INCLUDED AN UPWARD FINANCIAL RISK

ADJUSTMENT.

A7.

J

I have two comments. First, it was Staff that justified its use of a hypothetical

capital structure in the instant case (thereby deviating from its typical

recommendation to use the actual capital structure and use a direct financial risk

adjustment using the Hamada) by citing the two prior Commission decisions.6 In

both cases, while the Commission adopted a hypothetical capital structure, Me

Commission also adopted an upward financial risk adjustment to further address

the highly leveraged capital structures. However, in this case, Staff does not

propose such a risk adjustment. Second, Mr. Manrique's claim that Staff did not

recommend a hypothetical capital structure in the Arizona-American rate case and

accepted the recommendation of die company in the Southwest gas rate case is

true. I did not testify otherwise.7 The simple fact is that the Commission adopted

Staflf"s recommended cost of equity including a 100 basis point upward financial

risk adjustment based on (i) the Hamada method in the Arizona-American Mohave

cases and (ii) Staffs cost of equity which included a 30 basis point upward

financial risk adjustment in the Southwest Gas cases.

appropriate given that the hypodietical capital structures adopted in those cases

were more leveraged than the sample publicly traded uti1ities.]°

As I testified, this was

Qs. ARE THE FACTS AND CIRCUMSTANCES IN THE INSTANT CASE

1
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6 Southwest Gas Corporation, Decision No. 68487 and Arizona American Mohave Water and
Wastewater Districts, Decision No. 69440.

7 Bourassa coo Rb. at 5.

8 Arizona-American Water Company, Decision 69440, at 18.

9 Southwest Gas Corporation, Decision 68487, at 30.

10 Bourassa coo Rb. at 7.
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SIMILAR TO THE SOUTHWEST GAS AND THE ARIZONA-AMERICAN

AB.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17
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19

20

21

22

23

24

25

26

CASE?

Yes (and no). In both the Southwest Gas and Arizona-American rate cases, the

utilities had a more leveraged capital structure than the sample publicly traded

utilities. In the Southwest Gas rate case, the actual capital structure consisted of

34.5 percent common equity, 5.3 percent preferred equity, and 60.2 percent debts

compared to the sample utilities which had on average 48.5 percent common

equity, 0.3 percent preferred equity, and 51 percent long-term debt. In the

Arizona-American rate case, the actual capital structure consisted of 37.2 percent

common equity, 62.8 percent debtlz compared to Me sample utilities which had on

average 50 percent common equity and 50 percent long-term debts.

both rate cases, the hypothetical capital structure that was adopted contained more

debt and less equity than the sample publicly traded utilities. In the Southwest Gas

rate case, the Commission adopted a hypothetical capital structure consisting of 40

percent common equity, 5 percent preferred equity, and 55 percent debt.14 In the

Arizona-American rate case, the Commission adopted a hypothetical capital

structure consisting of 40 percent common equity and 60 percent debt.5

An important distinction between Me instant case and the other two rate

cases is that both utilities in the other rate case were much larger, had access to the

capital markets, and both had a history of highly leveraged capital structures16

And, in

11 Id. at 23 .
12 Id. at 24.
13 Arizona-American Water Company, Docket No. W-01303A-06-0014.

14 Southwest Gas Corporation, Decision 68487, at 31.

15 Arizona-American Water Company, Decision 69440, at 20.

16 The Commission specifically noted that the utilities needed to improve their common equity
position to 40 percent. See Southwest Gas Corporation, Decision 68487, at 25, Arizona-

6



whereas LQSWC is much smaller, does not have access to the capital markets, and

has only recently experienced a highly leveraged capital structL1re17. In these

respects, the upward financial risk adjustment is more justified in instant case than

M the prior two cases cited by Staff.

QS. DOES THE INCLUSION OF AN UPW ARD FINANCIAL RISK

ADJUSTMENT ALONG WITH A HYPOTHETICAL CAPITAL

STRUCTURE DOUBLY COMPENSTATE THE COMPANY FOR ITS

HIGHLY LEVERAGED CAPITAL STRUCTURE As MR. MANRIQUE

ASSERTS ON PAGE 4 OF HIS SURREBUTTAL TESTIMONY?

\ . No. To the contrary, the exclusion of  an upward f inancial risk adjustment

significantly under compensates the Company for its highly leveraged capital

structure. While Staff is recommending approximately 8 percent more equity and

approximately 8 percent less debt in its hypothetical capital structure, a

hypothetical capital structure of 60 percent debt and 40 percent equity is still a

capital structure which has approximately 10 percent less equity and 10 percent

more debt than that contained in the capital structures of the publicly traded water

utilities, who on average have about 50 percent debt and 50 percent equity. In

other words, the hypothetical capital structure Staff' proposes still has a higher

level of  f inancial risk. As I testif ied in my rebuttal testimony, an upward

adjustment of 230 basis points is required to recognize this difference in financial

risk compared to the sample publicly traded water utilities.18

1
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10 A9.
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American Water Company, Decision 69440, at 14.

17 LQSWC borrowed approximately $1.75 million in 2009 from the Water Infrastructure and
Finance Authority ("WIFA") to Mnd arsenic treatment facil i ties in order to meet federally
mandated water quality standards.

18 See Rebuttal Testimony of Thomas J. Bourassa ("Bourassa COC Rb.") at 6.
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Q10. WHAT IS THE IMPLIED UPWARD FINANCIAL RISK ADJUSTMENT

TO THE COST OF EQUITY PROVIDED UNDER THE STAFF

RECOMMENDED I-IYPOTHETICAL CAPITAL STRUCTURE?

A10. 100 basis points. Let me explain. Staff claims it uses a hypothetical capital

structure to recognize the higher financial risk of LQSWC compared to the sample

companies.9 Staff recommends a 10.4 percent cost of equity for use in its

hypothetical capital structure. 'Thus, the effective cost of equity under the Staff

recommendation is 11.4 percent. This can be found by solving the weighted

average cost of capital ("WACC") formula for the equity return using the actual

weight of debt (67.93 percent) and equity (32.07 percent) in LQSWC'S proposed

capital structure, a cost of debt of 7.1 percent, and a WACC of 8.5 percent." So,

comparing the 10.4 percent recommended by Staff to the effective cost of equity of

11.4 percent, the difference is 100 basis points (1l.4% minus l0.4%). The 100

basis points is the implied upward financial risk adjustment under Staffs approach.

Q11. DOES A 100 BASIS POINT UPWARD ADJUSTMENT TO THE COST OF

EQUITY IMPLIED BY STAFF'S HYPOTHETICAL CAPITAL

STRUCTURE ADEQUATELY ADDRESS THE HIGHER FINANCIAL
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19 Manrique Sb. at 3.

20 Starting with the WACC formula:
[1] WACC = Wd*D + We*E
where WACC = weighted average cost of capital

We = % or weight of debt in capital structure
We = % or weight of equity 'm capital structure
D = cost of debt
E = cost of equity

Solving for E, we get
[2] E = (WACC -- We*D))/We
Finally, inserting the values for the WACC, actual weights of debt and equity, and the cost
of debt we get
[31 E = {8.5% .. 67.93%*7.l%)/32.07%
or
[4] E = 11.47%

8
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RISK OF LQSWC'S ACTUAL CAPITAL STRUCTURE COMPARED TO

THE CAPITAL STRUCTURES OF THE PUBLICLY TRADED WATER

UTILITIES?

A11. No. Using the Hamada method, which Staff typically employs addressing

differences in financial risk between the subject utility and the publicly traded

utilities, the financial risk adjustment would be 380 basis points. This is illustrated

9

in Exhibit TJB-COC-RJ-1.

Q12. WHAT WOULD BE THE COST OF EQUITY USING THE 380 BASIS

POINT UPWARD ADJUSTMENT AND STAFF'S RECOMMENDED COST

OF EQUTTY OF 10.4 PERCENT?

A l l . 14.2 percent (10.4 percent plus 3.8 percent). This is only 20 basis points lower

than my recommended 14.4 percent cost of equity. Further, comparing the 14.2

percent to the implied 11.4 percent under the Staff approach, LQSWC is

inadequately compensated for its highly leveraged capital structure and there is

certainly no double compensation as Mr. Manrique asserts.

B. Inadequacy of Earnings Under the Staff Recommendations.

Q13. PLEASE EXPLAIN WHY UNDER THE STAFF RECOMMENDATIONS IN

THE INSTANT CASE THE COMPANY WILL HAVE INSUFFICIENT

EARNINGS TO SUPPORT ITS INVESTED CAPITAL. THAT IS, WHY

WILL LQSWC NOT HAVE THE ABILITY To COVER ITS INTEREST

EXPENSE AND TO PAY DIVIDENDS AT A LEVEL COMPARABLE TO

THE PUBLICLY TRADED WATER UTILITIES ?
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A13. In order for the Company to pay dividends which produce a dividend yield

equivalent to the dividend yield of the publicly traded water utilities as determined
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by Staff, the Company will need to pay dividends of about $49,800. However, the

earnings available for dividends under Staff's proposal will only be about $40,000.

Let me explain. The Company has an adjusted equity balance (book value) of

approximately $814,000.21 If the publicly traded water utilities are comparable to

LQSWC, as Staff assumes, then SWC's equity would trade at 1.7 times the book

value" or approximately $1.38 million (1.7 times 8814,000 million). Staff has

computed an expected dividend yield of 3.6 percent. Thus, the expected dividend

payment is about $49,800 ($l.38 million times 3.6 percent). Further, Staff's

recommendation of 8.5 percent return produces a required operating income of

about $162,600.24 Out of this amount approximately $122,500 of interest must be

paid25, leaving net earnings available for dividends of approximately $40,100

($l62,600 minus $l22,500). The earnings available for dividends of $40,100 are

less than the required dividends of $49,800 and as a result the Company will have

negative earnings retained. In other words, die payout ratio will be 124 percent

($49,800 divided by $40,l00). A payout ratio of  over 100 percent is not

sustainable and is in no way comparable to the publicly traded water utilities.

Q14. WHAT Is THE 5 YEAR AVERAGE PAYOUT RATIO OF THE PUBLICLY

TRADED WATER UTILITIES?

A14. The 5 year historical average payout ratio of the publicly traded water utilities is

about 75 percent."
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21 See Rejoinder Schedule D-1.

22 See Staff Surrebuttal COC Schedule JCM-7. As shown, the market-to-book ratio is 1.7.

23 See Staff Surrebuttal COC Schedule JCM-3.

24 See Staff Surrebuttal Schedule CSB-1 .

25 See Rejoinder Schedule D-2. Balance of debt at September 30, 2009 is $1,725,l75. The
interest rate is 7.1%. Interest on this debt is $122,487 ($1,725,l75 times 7.l%).

26 5 year average 2005 through 2009.
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Q15. IF THE COMPANY WERE TO PAY OUT EARNINGS AT A RATE

COMPARABLE TO THE PUBLICLY TRADED WATER UTILITY

COMPANIES, WHAT WOULD HAPPEN To THE VALUE OF AN

INVESTMENT IN LQSWC?

Al5. The value of an investment in LQSWC would decrease significantly. Let me

explain. If LQSWC paid out 75 percent of its net earnings so that it is comparable

to the publicly traded water utilities, it would pay dividends totaling about 5830,100

($40,100 times 75 percent). However, this would translate to a dividend yield of

only 2.2 percent ($30,l00 divided by $1.38 million). According to Staff, investors

expect a dividend yield of 3.6 percent, so the value of an investment in LQSWC

would need to decrease to about $836,200 ($30,l00 divided by 3.6 percent) in

order for investors to receive their expected 3.6 percent dividend yield. In other

words, LQSWC investors will lose over $548,000 of investment value ($l.38

million minus $836,200) - a loss of nearly 40 percent of investment value.

Q16. WHAT WOULD THE RATE OF RETURN THAT IS APPLIED TO

STAFF'S PROPOSED RATE BASE NEED TO BE IN ORDER FOR THE

COMPANY TO BE COMPARABLE TO THE PUBLICLY TRADED

WATER COMPANIES?

Al6. 9.9 percent. Let me explain. IfLQSWC has a payout ratio of 75 percent, then it

must have earnings after interest of about $66,400 ($49,800 divided by 75 percent).

Adding the loan interest of $122,500 to the $66,400 results in a required operating

income of approximately $188,900 million. Staffs proposed rate base is

approximately 81.913 million27, so the return required is 9.9 percent ($l88,900

divided by $1.913 million).
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26 27 See Staff Surrebuttal Schedule CSB-1 .
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Q17. ISN'T THE PROBLEM OF SUFFICIENCY OF EARNINGS A FUNCTION

OF THE AMOUNT OF RATE BASE THAT STAFF IS PROPOSING AND

THE AMOUNT OF INVESTED CAPITAL IN THE CAPITAL

STRUCTURE?

Al7. Yes, to some extent. But that doesn't explain the entire situation. Staffs rate base

is approximately $1.913 million while total capital in the capital structure is

approximately $2.54 million29. There is a similar discrepancy between Company's

proposed rate base and total capital. However, as I will discuss, the Company's

recommendation does provide for sufficient earnings to support its invested capital.

The primary problem is that Staff's recommended return on equity is simply too

low. Regardless of the reason for Me difference between rate base and capital,

investor supplied capital always has an earnings requirement (interest, dividends,

and earnings). As stated by Dr, Morin3°,

The totality of  a capital has to be serviced, whether
or in part the accrual of

applicable to the total common equity component
• Anything ess than that has the

the level needed to meet the capital attraction and

company's
through the medium o operationc revenues
AFUDC. Therefore, the allows rate of return on common equity is

of  the total
investments of Me utility company.
direct and immediate et act of reducing common equity return below

comparable
earnings standards articulated m the Hope and Bluefeld decisions.
To apply an allowed rate of return to a rate base that does not
provide
integrity
capital.

for total common equity investment does not maintain the
of that capital and does not enable the company to attract

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

28 See Staff Surrebuttal Schedule CSB- 1

29 See Rejoinder Schedule D-1 .

30 Roger A. Morin. New Regulatory Finance (2006)496-497 (emphasis added).
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Q18. THE COMPANY'S PROPOSED RATE BASE IS LESS THAN INVESTED

CAPITAL. WILL THE COMPANY HAVE SUFFICIENT EARNINGS

FROM WHICH TO PAY DIVIDENDS?

Alb. Yes. The Company is recommending a rate base of approximately $2 million.

However, the earnings under the Company's proposal available to pay dividends

will be about $66,300 which will provide enough earnings to pay dividends as well

as have positive retained earnings. Let me explain. The Company's proposed

operating income is about $188,800.31 As discussed above, interest expense will

be $l22,500, so the earnings available for dividends will be about $66,300

($1884800 minus $l22,500). After paying dividends of $52,20032, the earnings

retained by the Company will be $14,100 ($66,300 minus $'52,200). The payout

ratio will be a bit higher Man the publicly traded water utilities at about 79 percent

($52,200 divided by $66,300), but retained earnings are positive. In other words,

the Company will still be able to service the totality of its capital despite the

disparity between its proposed rate base and total invested capital.

Q19. HAVE YOU PREPARED AN EXHIBIT TO ILLUSTRATE THE

ADEQUACY/INADEQUACY OF EARNINGS UNDER BOTH THE

COMPANY RECOMMENDATIONS AND THE STAFF

RECOMMENDATIONS?

All. Yes. Attached as Exhibit TJB-COC-RJ2 is a schedule illustrating the adequacy of

earnings under both the Company recommendations and the Staff

recommendations in die instant case. As already discussed, under the Staff

1
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14

15

16

17

18

19

20

21

22

23

24

25

26

31 See Rejoinder Schedule A-1.

32 The dividend yield based on the Company's cost of capital analysis is 3.8% and the market
value of equity using a market-to-book ratio of 1.78 is about $1,449,600 ($814,000 times 1.78).
Therefore, the expected dividends will be approximately $66,300 (81,449,64l times 3.8%).
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\

recommendations, earnings will be inadequate to service the Company's invested

capital and the Company will be required to have a payout ratio of over 100

percent, which is not sustainable. "  .

c. Response to Other Staff Criticisms of LQSWC'S Cost of Capital
Analysis.

Q20. PLEASE RESPOND TO MR. MANRIQUE'S TESTIMONY ON PAGE 4

CONCERNING THE WEIGHT OF HISTORICAL GROWTH ESTIMATES

PROVIDED UNDER THE STAFF METHODOLGY.

A20. I have three comments. First, the fact that under the Staff methodology historical

growth rates has a weighting of one-twelfth (or 8.35 percent) is not undermined by

Mr. Manrique's argument that the Staff uses a sustainable growth model. In

computing the 8.35 percent I considered Staffs use of sustainable growth in its

growth estimates. Second, my methodology also considers sustainable growth by

incorporating book value growth in computing my estimated growth rates. Book

value growth, as shown on Rejoinder Schedule D-4.4, is a proxy for sustainable

growth. Third, my estimate of sustainable growth of 6.0 percent34 is far more

conservative than Staffs of sustainable growth is 7.1 percent35. Consequently,

Mr. Manrique's assertion that my method of estimating growth suffers from an

omission of consideration of sustainable growth is unfounded. Further, Mr.

Manrique's assertion that my method of estimating growth unnecessarily exposes

my methodology to undesirable upward bias is also unfounded.

1
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3

4

5
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7

8

9

10

11
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13

14
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16

17

18

19

20

21

22

23

24

25

26

33 The payout ratio under the Staff recommendations will need to be 124 percent as shown in
Column B, line 19 of Exhibit TJB-COC-RJ] in order to provide dividends comparable to the
publicly traded water utilities.

34 See Rejoinder Schedule D-4.4.

35 Average of Staffs historical sustainable growth estimate of 5.0 percent and Staffs projected
sustainable growth estimate of 9.2 percent, as shown on Staff Surrebuttal Schedule JSM-6.
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Q21. PLEASE RESPOND TO MR. MANRIQUE'S SURREBUTTAL

TESTIMONY ON PAGE 5 THAT YOUR ANALYSIS IGNORES PAST

FINANCIAL INDICATORS THAT RESULT IN AN INCREASE IN YOUR

COST OF EQUITY RESULT.

All. Mr. Enrique asserts that my use of forecasted U.S. Treasury yields in my CAPM

upwardly biases my results. He also claims that current interest rates are a more

accurate indicator of future growth. Putting aside the fact that Mr. Enrique

provides absolutely no actual evidence that current interest rates are a more

accurate indicator of the future, it is investor expectations of the future that matter

in evaluating required investor returns. As Dr. Morin states,

"At the conceptual level, given that rate-making is a forward-looking
process, interest rate forecasts are preferable. Moreover, the
conceptual models used in die determination of the cost of equity,
such as the CAPM, are  prospect ive  in  nature  and requ ire
expectational inputs."36

The accuracy of forecasts it is of little relevance to the issues at hand here. What

really matters is whether the forecasts strongly influence investors and hence the

market prices they are willing to pay for stocks. The forecasted U.S. Treasury

yields are based on the consensus forecasts of leading economists as reported in the

Blue C/149 Financial Forecasts and Value Line. Forecasts of long-term interest

rates would not be reported unless it represented value to investors, whether for

informational, forecasting, or analytical purposes. And, the consensus of leading

economists is that interest rates will be higher during the period of time rates will

be in effect for LQSWC.

Q22. DOES THE HOLDING PERIOD DICTATE THE LENGTH OF THE U.S.

1
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21
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23

24

25

26 36 Morin at 152.
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TREASURIES USED IN THE CAPM?

A22. No. Staff assumes, without substantiation, that the holding period of investors in

water utility stock is 5-10 years. However, as Dr. Morin states38,

As a proxy for the risk-free rate, long-term rates are the relevant
benchmarks when determining the cost of common equity rather
than short-tenn or intermediate interest rates. There are several
reasons for this, both conceptual and practical.

dividends last indefinitely, the yield on very
bonds, namely, the yield

At the conceptual level, because common stock is a long-term
investment and because the cash flows to investors are in the form of

ion -tern government
on 30-year Treasury ponds, is the best

measure of the risk free rate for use in the CAPM......The expected
common stock return is based upon ion -term cash flows, regardless
of an individual's holding time period Utility asset investments
general have longterm useful llves
matchedYwith long-term maturity financial instruments. Moreover,
short-term Treasury bill yields reflect the impact of factors different
Nom those influencing Me yields on long-term securities such as
common stock...On grounds of stability and consistency, the yields
on long-term Treasury bonds match more closely with expected
returns on common stocks...

and should e correspondingly

At the practical level, short-term rates are volatile, fluctuate widely
and are subject to more random disturbances than are long-term
rates, leading to volatlle and unreliable equity return estimates...

Q23. PLEASE RESPOND To MR. MANRIQUE'S TESTHVIONY ON PAGE 6

THAT YOU HAVE "CHERRY PICKED" CERTAIN ASPECTS OF OTHER

REGULATURY ENVIRONMENTS TO DISPUTE HIS TESTIMONY THAT

DOING BUSINESS IN ARIZONA IS NO LESS RISKY THAT OTHER

STATES.

A23. The accusation that I "cherry picked" certain attributes of other regulatory

environments is simply not true. Mr. Manrique has not provided specific examples

l
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24

25

26

37 Enrique Sb. at 5.

38 Morin at 151-152.
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of attributes of other regulatory jurisdictions that I have allegedly over looked nor

has Mr. Manrique disputed my testimony concerning the attributes of other

regulatory environments that reduce regulatory and investment risk. 39 I could

similarly accuse Mr. Manrique of "cherry picldng" his so-called "attractive"

Arizona regulatory attributes Mat he cited in his testimony.40 The important

difference between Mr. Manrique and me is that I addressed and refuted each one

of the Arizona attributes he cited with specific responses and examples as to why

they did not make Arizona more attractive than other jurisdictions. Just as

important, Mr. Manrique has not disputed that testimony. Consequently, Mr.

Enrique fails to support his assertion that Arizona is no different than other

jurisdictions because as he states, "it is the overall effect that is relevant".41

Q24. ARE THE HIGHER RISKS ASSOCIATED WITH SMALLER FIRMS A

UNIQUE dusK THAT INVESTORS CANNOT EXPECT TO BE

COMPENSATED FOR?

A24. No. W e know, that based on empirical f inancia l data,  that the fem size

phenomenon is real. Moreover, we know that the capital asset pricing model is

incomplete and does not fully account for the higher returns on small company

stocks. In other words, the higher risks associated with smaller firms is not fully

accounted for by beta.

With respect to the relationship between firm s.ize and return,Morningstar states42:
One of the most remarkable discoveries of modern finance is

The
relationship cuts across the entire size spectrum but is most
evident among smaller companies which have higher returns

that of a relationship between firm size and' return.
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39 Bourassa COC Rb. at 18-22.

40 See Direct Testimony of Juan C. Enrique ("Manrique Dr.") at 41.

41 Manrique Sb. at 6.

42 Morningstar, Ibbotson SBB12010 Valuation Yearbook, 85.
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than larger ones. Many studies have looked at the effect of
fun size and return...

With respect to die CAPM,Morningstar states43:

First
of the

The firm size phenomenon is remarkable M several ways.
, the greater risk of small stocks

ca ital '
their hill-ler returns
systematic, or beta risk, is rewarded, small company
have had returns in excess of those implied by their betas.

does not, in the context
asset prier model (CAPM), fully account for

over the long term. In the CAPM only
stocks

Q25. ON PAGE 6, MR. MANRIQUE STATES THAT YOU MAKE THE

ASSERTION THAT THE ONLY FACTOR INVESTORS LOOK AT Is

ANALYSTS' ESTIMATES OF GROWTH. ~DO YOU HAVE A COMMENT?

I
A25. Yes. First, let me state thats do not use analyst estimates exclusively in my cost of

capital analysis.44 Second, Mr. Mamique has misunderstood my testimony and

misses the point. That is, if analysts' estimates already consider past growth, then

Staff vastly overstates the impact of past growth rates M its DCF model. And,

because Staff overstates the impact of historical growth rates in its estimate of

growth, Staffs models reflect a type of "double-counting" that produces extremely

low results.45 And, as Shave stated, Staff gives less weight to what is arguably the

best estimate of growth.46

Q26. DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY ON THE

COST OF CAPITAL FOR LQSWC?

AZ6. Yes.
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43 Morningstar at 89.

44 See Direct Testimony of Thomas J. Bourassa ("Bourassa COC Dr.") at 29-30.

45 Bourassa COC Rb. at 11.

46 Bourassa COC Rb. at 10.
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Las.Quintas Serer as Water Company
Analysis of Adequacy of Earnings

Exhibit

Line
No.

A
Per ComDanv
$ 814,405

1.78 1

$ 1,449,641

3.8% 2
52,187 $S

B
Per Staff

$ 814,405
1.7 5

$ 1,384,489
3.6% e

49,842

$ 1,725,175

7.1%

122,487

$ 1,725,175

7.1%
122,487$ $

$

$

$

$
$

190,270 4

122.487

67,783

52,187
15,596

0.77

$

S

$

$

$

162,624 7

122,487

40,137

49,842
(9,705)

1.24

1

2

3 [1] Book Value of Equity (end of test year)

4 [2] M-B ratio (Publicly Traded Water Utilities)

5 [3] Market Value of Equity [3] = [1] x [2]

e [4] Dividend Yield
7 [5] Expected Dividends [5] = [3] x [4]

8
9 [6] Long-Term Debt (end of Test Year)3

10 [7] interest Rates

11 [8] Interest Expense [8] = [6] x [7]

12
13

14 [9] Recommended Operating Income
15 [10] Less: Interest Expense [10] = [8]

16 [11] Earnings Available for Dividends [11] = [9] - [10]

17 [12] Dividends [12] = [5]
18 [13] Earnings Retained [13] = [11] - [12]

19 [14] Payout Ratio [14] = [1 1]/[12]
20
21 [15] Average Payout Ratio of Publicly Traded Water Utilities
22
23 1 Per Company Rejoinder Schedule D-4.15

24 z Per Company Rejoinder Schedule D-4.8
25 s Per Company Rejoinder Schedule D-1

26 4 Per Company Rejoinder Schedule A-1

27 5 Per Staff Surrebuttal Schedule JCM-7

28 s Per Staff Surrebuttal Schedule JCM-3

29 7 Per Sta1T Surrebuttal Schedule CSB-1
30

0.75
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Las Quintus Serenes Water Company
Test Year Ended June 30, 2009

Cost of Preferred Stock

Exhibit
Rejoinder Schedule D-3
Page 1
V\htness: Bourassa

End of Test Year End of Proiected Year

u.

Description
of Issue

Shares
Outstandinq Amount

Dividend
Requirement

Shares
Outstandinq Amount

Dividend
Requirement

NOT APPLICABLE, no PREFERRED STOCK ISSUED OR OUTSTANDING

Line

NL .
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rejoinder D-1

3



Las Quintas Serer as Water Company
Test Year Ended June 30, 2009

Cost of Common Equity

Exhibit
Rejoinder Schedule D
Page 1
V\htness: Bourassa

The Company is proposing a cost of common equity of 14.40% .

Line
No,

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES:
Rejoinder Schedules D-4.0 to D~4.16

RECAP SCHEDULES:
Rejoinder D-1

u
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Direct Testimony of Marlin Scott. Jr.
Docket No. W-01583A-09-0589
Page 1

1 INTRODUCTION

2 Q. Please state your name, place of employment and job title.

3 A.

4

5

My name is Marlin Scott, Jr. My place of employment is the Arizona Corporation

Commission ("Corninission"), Utilities Division, 1200 West Washington Street, Phoenix,

Arizona 85007. My job title is Utilities Engineer.

6

7 Q. How long have you been employed by the Commission"

8 A. I have been employed by the Commission since November 1987.

9

10 Q. Please list your duties and responsibilities.

11 A. As a Util it ies Engineer, specializing in water and wastewater engineering, my

and evaluation of water and12 responsibilities include: the inspection, investigation,

13

14

15

16

17

wastewater systems, preparing reconstruction cost new and/or original cost studies,

reviewing cost of service studies and preparing investigative reports, providing technical

recommendations and suggesting corrective action for water and wastewater systems, and

providing widen and oral testimony on rate applications and other cases before the

Commission.

18

19 Q-

20 A.

How many cases have you analyzed for the Utilities Division?

I have analyzed approximately 545 cases covering various responsibilities for the Utilities

21 Division.

22

23 Q. Have you previously testified before this Commission?

24 A. Yes, I have testified in 79 proceedings before this Commission.
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1 Q- What is your educational background?

2 A.

3

I graduated from Northern Arizona University in 1984 with a Bachelor of Science degree

in Civil Engineering Technology.

4

5 Q. Briefly describe your pertinent work experience.

6 A.

7 Prior to that,

8

Prior to my employment with the Commission, I was Assistant Engineer for the City .of

Winslow, Arizona, for about two years. I was a Civil Engineering

Technician with the U.S. Public Health Service in Winslow for approximately six years.

9

10 Q- Please state your professional membership, registrations, and licenses.

11 A. I am a member of the National Association of Regulatory Utility Commissioners

12 ("NARUC") Staff Subcommittee on Water.

13

14 PURPOSE OF TESTIMONY

15 Q. What was your assignment in this proceeding?

16 A.

17

My assignment was to provide Staft"s engineering evaluation for Las Quintas Serer as

Water Company ("Colnpany") in this rate proceeding.

18

19 Q. What is the purpose of your testimony in this proceeding?

20 A.

21

22

To present the findings of Staffs engineering evaluation of the operation of the Company.

The findings are contained in the Engineering Report that I have prepared for this

proceeding and is included as Exhibit MSJ attached to this Direct Testimony.

23
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l ENGINEERING REPORT

2 Q-

3

Would you briefly describe what was involved in preparing your Engineering Report

for this rate proceeding?

4 A.

5

6

7

8

9

10

After reviewing the application for the Company, I physically inspected the water system

to evaluate its operation and to determine if any plant items were not used and useful. l

obtained information from the Company regarding plant facilities, water testing expense,

and I analyzed that information. I also contacted the Arizona Department of Water

Resources ("ADWR") to determine if the Company was in compliance with the ADWR's

requirements governing water providers. Based on all the above, I prepared the attached

Engineering Report.

11

12 Q.

13

Do you provide a summary of the water company operation contained in your

Engineering Report?

14 A.

15

Yes, the summary containing Staffs engineering conclusions and recommendations are

located at the beginning of my Exhibit MSI.

16

17 Q- Does this conclude your Direct Testimony?

18 A. Yes, it does.
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\_ | Engineering Report
For
Las Quintus Serenes Water Company
Docket No. W-01583A-09-0589 (Rates)

1 June 2. 2010

SUMMARY

CONCLUSIONS

A. The Las Quintus Serenes Water Company ("Company") has a water loss of 7.2% which
is within the acceptable limit of 10% recommended by Staff. ,

B. The Company's test year well capacity of 1,525 GPM and storage capacity of 490,000
gallons is adequate to serve the present customer base and reasonable growth.

C. According to an Arizona Department of Environmental Quality ("ADEQ") Compliance
Status Report, dated March 19, 2010, ADEQ has determined that the Company's system,
Public Water System No. 10-064, is currently delivering water that meets water quality
standards required by 40 CFR l4l/Arizona Administrative Code, Title 18, Chapter 4.

D. The Company is located in the Arizona Department of Water Resources' ("ADWR")
Tucson Active Management Area and ADWR has reported that the Company is in
compliance with ADWR's requirements governing water providers and/or community
water systems.

E. According to the Utilities Division Compliance database, the Company has no delinquent
Arizona Corporation Commission compliance items.

F. The Company has an approved curtailment tariff with an effective date of January 1,
2005.

G. Under the Arizona Administrative Code's old Section R18-4-1 15, the Company has an
approved Backflow Prevention Tariff ("BPT") with an effective date of September 27,
1997. This old Section R18-4-115 was renumbered to Section R18~4-215, effective
August 30, 2008.

On July 9, 2010, the Company filed a new application under Docket No. 10-0281 in order
to update its BPT using the renumbered Section R18-4-215. This updated BPT will
become effective on August 8, 2010 by operation of law.
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RECOMMENDATIONS

1. Staff recommends an average annual water testing expense of 834,247 be adopted for this
proceeding.

2. Staff recommends the removal of the natural gas engines and the Santa Cruz Meadows
Subdivision mains at a total cost of $41,000 from the plant-in~service because these plant
items are not used and useful.

3. Staff recommends that the Company continue to use the depreciation rates by individual
National Association of Regulatory Utility Commissioners category as presented in Table
1-1.

4. Staff recommeNds the acceptance of the Company's proposed service line and meter
installation charges as presented in Table J-1 .

5. Staff recommends that the existing Off-Site Hook-Up Fee Tariff for all meter sizes at
$250 should remain in effect.

6. Staff recommends that the existing Arsenic Impact Hook-Up Fee Tariff, starting at
$l,l35, should remain in effect.
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Well #6Well Information Well #5

__-
Well #7

ADWR ID No.

Casing Size

Casing Depth

Pump Size

Pump Type

Pump Yield

Wellhead Meter

Pressure tank

Treatment

Arsenic levels

55-608531
. . .....

. - . . .. . . . . . m » . ~ "  . . *  .

......... . . . .. ¢w _- ... -»..

- ..-........-... up....»..* . ». . H....4-....

10" & 8"

10" to .3T34
w/ 8" to 805°

- 40-Hp

---S.ub[n€I;}31€
§00 GPM

4-inch

5,000 gallons
--... -....

None
. . . .. . . ......-.- ..-..- »

Untreated at 9.8 ppb

55-608530
. n n

12-inch
...u ..-un m.-. »» 4 . »......wm .w . - * ».

837 feet

a~~. ....q... »¢».. -..u*. . *...

.»» .». » -»»..in- - 4"-".. . . -  -.m

......--»..*-  - ... un .-4 ..- ..----... -m .

75-Hp

Turl§*ine

500 GEM
4-inch

...-.... n - .........._»

4,000 gallons
(surge arrester)

Chlorination & arsenic
. i n . . . " . - . » ¢ ~ » - . » .

Untreated at 14 ppb
Blended to 0.005 ppb

...».......
55-565940

12-inch

910 feet

150-Hp

Turbine
"»»-.

.-» .......

I

825 GPM

8-inch
5,000 gallons

(surge arrestor)
Chlorination 84 arsenic

. . . . . - . - - . . . » ...... . . * . . - . . . - ...... . . -. . . . . . _... . . . . . _ m - .

Untreated at ll ppb
Blended to 0.005 ppb

Capacity
(Gallons)

Quantity
(Each)

Location

4 1400,000 At Well #6

On side of berm (hill)I 60,000 1
i

30,000 1 On side of berm (hill)

Total: 490,000 3

¢

r

Ar

Jo
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A. LOCATION OF LAS QUINTAS SERENAS WATER COMPANY ("COMPANY")

The Company provides water service within the southwestern town limits of Sahuarita
which is located approximately 22 miles south of downtown Tucson. Figure A-l shows the
location of the Company within Pima County and Figure A-2 shows the approximate 2.5 square-
miles of certificated area.

B. DESCRIPTION OF WATER SYSTEM

The water system was field inspected on March 25, 2010, by Marlin Scott, Jr., Staff
Utilities Engineer, in the accompaniment of Omar Mejia, Administrative Manager for the
Company. The operation of the water system consisted of three producing wells, a centralized
arsenic treatment system, three storage tanks, one booster system and a distribution system
serving 857 metered customers and 156 standpipe customers as of June 2009. A detailed plant
facility description follows :

Table 1. Well Data

Table 2. Storage Tanks



Location Pumping Facilities
4
1li

I
Booster System at
Well #6

Four 25-Hp booster pumps with a
500 gallon pressure tank as a surge arrestor.

Standpipe #1 and
Standpipe #2

l

Two 5,000 gallon pressure tanks as surge arrestors,
one 1,000 gallon pressure tank and a 4-inch double

check backflow prevention assembly,

Diameter
i

Material

2-inch Copper
y

3-inch Transite

250 ft.

240 ft.
i
i

4-.inch Transite 19,840 ft.

6-inch Transite 32,487 fr. |
I 8-inch Transite 2,760 fr. |

10-inchI| Transite 420 ft.

12-lnch Transite 1,340 ft.
I

2-inch PVC 1,550 ft. I
i

4-inch

6-inch

4
i

PVC 5,109 ft. i

PVC
||
l25,158 ft.

8-inch p l c 10,610 ft. I
I 12-inch p l c 1,950 ft.
I 6~inch Ductile iron 575 ft. I
I |

Total :

1

g

EXHIB IT  MSJ
Page 5 of 17

Table 3. Pumping Facilities

Table 4. Water Mains

Length 1 r y



Size

I
Quantity

i 3/4-inch 6

1- inch 29 I
I 1-1/2-inch 6

1

2-inchI

I

lI 3-inch Turbine
|
l 3-inch Compound
! 4-inch Turbine

24-inch Compound

Total : 1857
I

Standpipe customers 156

5/8 x 3/4-inch 810

3

1

NoneStandard 4
i

|
|
|

W
ISize Quantity

Structures & Treatment Equipmentr

I

| Well #5: 50'x 90' chain link fencing ("CLF"), storage building -. l0' x 20'

I Well #6: l00' x l40' CLF & block fencing, metal shed for chlorinator - 5' x 5',
electrical panel metal shed - 6' x 20', 125 kW diesel generator.
Liquid chlorination system used for pre-treatment for Wells #6 and #7
prior to arsenic treatment.

Arsenic treatment system at 1,275 GPM capacity with a 10,000 gallon
backwash tank and a liquid chlorination unit. Flows from Wells #6 &
#7 are combined before being split for partial treatment and by-pass
flow, resulting in blending of treated water with untreated water.

Well #7: 40' x 50' CLF, well shed - 7.5' x 7.5', control building & panel shed --
8' x 20" This well transports water to Weil #6 for arsenic treatment.

E

E

r
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Table 5. Customer Meters

Table 6. Fire Hydrants

Table 7. Structures & Treatment Equipment
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c. WATER USE

Water Sold

Based on the information provided by the Company, water use for the test year ending
June 2009 is presented in Figure C-l. Customer consumption experienced a high monthly
average water use of 624 gallons per day ("GPD") per connection in June 2009 and a low
monthly average water use of 271 GPD per connection in January 2009 for an average annual
use of 412 GPD per connection,

Non-Account Water

Non-account water should be 10% or less. The Company reported 166,131,000 gallons
pumped and154,233,000 gallons sold, resulting in a water loss of 7.2%. This 7.2% is within the
acceptable limit of 10% recommended byStaff.

System Analvsis

Using the Company's test year data, the Company reported the peak use month as June
2009 with 19,155,000 gallons sold. Based on this data, Staff estimates the peak day demand to
be 0.54 GPM per connection for evaluating well capacity sufficiency. For storage capacity
evaluation, Staff used 624 GPD per connection. Using these factors, Staff determined that the
test year well capacity of 1,525 GPM and storage capacity of 490,000 gallons is adequate to
serve the present customer base and reasonable growth.

D. GROWTH

Figure D-l depicts the customer growth using linear regression analysis. The number of
customers was obtained from Annual Reports, ending September of each fiscal year, submitted
to the Commission. During the 2009 year, the Company had 857 metered customers and 156
standpipe customers, totaling to 1,013 customers, and it is projected that the Company could
have approximately a total of l,l50 customers by September 2014.

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY ("ADEQ")
COMPLIANCE

Compliance

According to an ADEQ Compliance Status Report, dated March 19, 2010, ADEQ has
determined that the Company's system, Public Water System No. 10-064, is currently delivering
water that meets water quality standards required by 40 CFR l4l/Arizona Administrative Code,
Title 18, Chapter 4.



Acct.
No. Plant

Year
Installed

Original
Cost

r |-

311 Electric Pumping Equipment
Well #6 - Natural gas well engine (taken out
of service in 2008).
Natural gas engine (spare)

331 Transmission & Distribution Mains
Santa Cruz Meadows Subdivision 239 lots

|

Ir
i

1996 $1Q090

1997 $9,992

2008 $20,918 I
1

_.....,,. .__._..
!

\ Total: $41,000

+r

A
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Water Testing Expense

The Company is subject to mandatory participation in the ADEQ Monitoring Assistance
Program ("MAP"). The Company reported its water testing expense at $7,408 during the test
year. Staff has reviewed this expense and has recalculated an annual expense of 584,247 with
participation in the MAP as shown in Table E-l. Staff recommends this average annual water
testing expense of $4,247 be adopted for this proceeding.

F. ARIZONA DEPARTMENT OF W ATER RESOURCES ("ADW R") COMPLIANCE

The Company is located in the Tucson Active Management Area. According to an
ADWR compliance status report, dated April 5, 2010, the Company is in compliance with
ADWR requirements governing water providers and/or community water systems.

G. ARIZONA CORPORATION COMMISSION l"Accv) COMPLIANCE

According to the Utilities Division Compliance database, the Company has no delinquent
ACC compliance items.

H. PLANT NOT USED AND USEFUL

In the prior 2004 rate case, the Company operated Well #6 using a natural gas engine. In

2008, during the construction and installation of the arsenic treatment system and other new
plant facilities, the natural gas engine was taken out of service. in addition, Staff noted that
during its field inspection, the Santa Cruz Meadows Subdivision had plant facilities constructed
on site, but no homes. Through its field inspection and Company data responses, Staff found
that the following plant items are not used and useful :

Table H-1. Plant Not Used and Useful
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Therefore, Staff recommends the removal of the natural gas engines and the subdivision
mains at a total cost of $41,000 from the plant-in-service because these plant items are not used
and useful.

1. DEPRECIATION RATES

In the prior rate case, the Company was authorized to use Staffs typical and customary
depreciation rates. These depreciation rates are presented in Table I-l and it is recommended
that the Company continue to use these depreciation rates by individual National Association of
Regulatory Utility Commissioners category.

J. SERVICE LINE AND METER INSTALLATION CHARGES

The Company proposed changes to its service line and meter installation charges. The
Company's proposed charges are within Staff s range of customary installation charges. Since
the Company may at times install meters on existing service lines, it would be appropriate for
some customers to only be charged for the meter installation. Therefore, Staff recommends
approval of the proposed charges as shown in Table J-1, with separate installation charges for the
service line and meter installations.

K. CURTAILMENT PLAN TARIFF

The Company has an approved curtailment tariff with an effective date of January l,
2005.

L. BACKFLOW PREVENTION TARIFF

Under the Arizona Administrative Code's old Section R18-4-1 15, the Company has an
approved Backflow Prevention Tariff ("BPT") with an effective date of September 27, 1997.
This old Section R18-4-1 15 was renumbered to Section R18-4-215, effective August 30, 2008.

On July 9, 2010, the Company filed a new application under Docket No. 10-0281 in order
to update its BPT using the renumbered Section R18-4-215. This updated BPT will become
effective on August 8, 2010 by operation of law.

M. OFF-SITE HOOK-UP FEE TARIFF

The Company currently has an approved Off-Site Hook-Up Fee ("HUF") Tariff for all
meter sizes at $250 with an effective date of November 2, 1994. In its rate application, the
Company has requested to increase this Off-Site HUF Tariff starting at $1,135 for a 5/8 x 3/4-
inch meter.

In response to Staffs Data Request MS] 4.1, the Company stated that the requested
increase beginning at $1,135 was from the adoption of the existing Arsenic Impact HUF Tariff,
approved by Decision No. 68863 on July 28, 2006, that was to replace the Off~Site HUF Tariff.
The Company further stated that the requested increase would be used to continue to pay on debt
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service on a Water Infrastructure Finance Authority loan and to provide funds necessary for

additional infrastructure.

Since the Company has constructed and placed into service approximately $2.1 million
worth of off-site plant and arsenic treatment facilities in 2008, this existing Off-site HUF Tariff
should remain in effect in order to assist the Company in repayment of loans obtained for the
installation of off-site facilities. Therefore, Staff recommends that the existing Off-Site HUF
Tariff for all meter sizes at $250 should remain in effect.

n. ARSENIC IMPACT HOOK~UP FEE TARIFF

The Company has an approved Arsenic Impact Hook-Up Fee Tariff, starting at $1,135,
with an effective date of July 28, 2006. In its rate application, the Company is requesting to
discontinue this Arsenic Impact HUF tariff. f

Since the Company has constructed and placed into service approximately $2.1 million
worth of off-site plant and arsenic treatment facilities in 2008, this existing Arsenic Impact HUF
Tariff should remain in effect in order to assist the Company in repayment of loans obtained for
the installation of arsenic treatment facilities. Therefore, Staff recommends that the existing
Arsenic Impact HUF Tariff, starting at $l,l35, should remain in effect.
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Figure A-l. Pima County Map
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Figure A-2. Certificated Areas
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I D/DBP - TTHM ._ amwally $110 1 $110
HAAG - annually $155 1 $155

Total
|
l " €jiQ $4,247

Monitoring
Cost per

test
No. of test ANnual Cost

I .
Total conform - 3 samples per month $20 $72036

MAP -. IOns, Radiochemical, Nitrate,
Nitrite, Asbestos, SOCs, & VOCs

MAP MAP $3,036

Arsenic - l sample per quarter $25 4

Lead & Copper - 10 samples per 3 years $33 10

MRDL - 3 samples per month $0.44 36

11-1111111111111111
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Table E-l. Water Testing Expense

Note: ADEQ - MAP invoice for the 2010 Calendar Year is $3,035.88



NARUC
Account No.

Depreciable Plant
Average

Servlce Life
(Years)

1Annual
Accrual

Rate (0 0)
Structures & Improvements 30 I3.33

40 2.50

| 304

306

320
320.1

Lake, River, Canal Intakes 40 2.50

Wells & Sprlngs 30

Infiltration Galleries 15

Raw Water Supply Males 50
Power Generation Equipment 20

Pumping Equipment 8

Water Treatment Equipment
Water Treatment Plants 30 3.33
Solution Chemical Feeders 5

Distribution Reservolrs 84 Standplpes
Storage Tanks 45
Pressure Tanks 20 5.00

307

308
309

310
311

3.33

6.67
2.00

5.00
12.5

320
320.1

320.2
330

330.1
330.2

331
333

334
335

336
339

340

Transmlsslon & Distribution Mains 50

Servlces 30

Meters 12

Hydrants 50

Backflow Prevention Devices 15

Other Plant & Misc Equlpment 15

Office Furniture & Equlpment 15

2.00 |

6.67

3.33

8.33
2.00

6.67

6.67
6.67

20.00

4.00

5.00

10.00

340.1 Computers & Software 5

341 Transportation Equlpment 5

342 Stores Equlpment 25

343 Tools, Shop & Garage Equipment 20

344 Laboratory Equlpment 10

20.00
4.00

5.00

345 Power Operated Equipment 20 5.00
346

347

Communication Equipment 10 10.00
Miscellaneous Equipment 10 10.00

348 Other Tangible Plant

| _III1111-1111

, 1
3

f
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Table 1-1. DepreciatiQn Rates

NOTES:
1. These depreciation rates represent average expected rates. Water companies may

experience different rates due to variations in construction, environment, or the
physical and chemical characteristics of the water.

2. Acct. 348, Other Tangible Plant may vary from 5% to 50%. The depreciation rate
would be set in accordance with the specific capital items in this account.



|

$445
I
|

!

Meter Size
Current
Total

Charges

i
Proposed

Service Line
Charges

Proposed
Meter

Charges
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EXHIBIT MSJ
Page 17 ofl7

Table J-l. Service Line and Meter Installation Charges

Notes: (l) NT := no tariff.
(2) For the 4-inch turbine meter size, the Company requested

$3,670 and $5,160 for the proposed meter charges and total
charges, respectively. However, these charges appear to be a
typo because per the Company's noted reference on Schedule
H-3, Page 5 of its application to Staffs February 21, 2008
updated installation charges, the actual charges are $2,670
and $4,l60, respectively.
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EXECUTIVE SUMMARY
LAS QUINTAS SERENAS WATER COMPANY

DOCKET NO. W-01583A-09-0589

The Direct Testimony of Staff witness Juan C. Manrique addresses the following issues:

Capital Structure - Staff recommends that the Commission adopt a hypothetical capital structure
for Las Quintus Serenes Water Company ("Applicant") for this proceeding consisting of 60.0
percent debt and 40.0 percent equity. The Applicant's actual capital structure consists of 67.9
percent debt and 32.1 percent equity.

Cost of Equity - Staff recommends that the Commission adopt a 10.6 percent return on equity
("ROE") for the Applicant. Staffs estimated ROE for the Applicant is based on cost of equity
estimates for the sample companies ranging from 9.8 percent for the discounted cash flow
method ("DCF") to 11.3 percent for the capital asset pricing model ("CAPM").

Cost of Debt -.. Staff recommends that the Commission adopt a 7.1 percent cost of debt. This
recognizes debt issuance costs as interest expense in accordance with the National Association of
Regulatory Commissioners Uniform System of Accounts as opposed to the Applicant's proposal
to include debt issuance costs and a component of rate base.

Overall Rate of Return
rate of return ("ROR").

Staff recommends that the Commission adopt an 8.5 percent overall

Mr. Bourassa's Testimony - The Commission should reject the Applicant-proposed 16.0 percent
ROE for the following reasons:

Mr. Bourassa's DCF estimates rely heavily on analyst's forecasts and provide
little weight to historical dividend per share growth rates.
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1 1.  INTRODUCTION

2 Q.

3 A.

4

5

Please state your name, occupation, and business address.

My name is Juan C. Manrique. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff").

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as a Public Utilities -Analyst.

8 A.

9

10

In my position as a Public Utilities Analyst, I perform studies to estimate the cost of

capital component in rate filings to determine the overall revenue requirement and analyze

requests for financing authorizations.

11

12 Q. Please describe your educational background and professional experience.

13 A.

14

15

16

17

I graduated from Arizona State University and received a Bachelor of Science degree in

Finance. My course of studies included courses in corporate and international finance,

investments, accounting, statistics, and economics. I began employment as a Staff Public

Utilities Analyst in October 2008. My professional experience includes two years as a

Loan Officer with a homebuilder and as an Associate for an Investor Relations firm.

18

19 Q. What is the scope of your testimony in this case?

20 A.

21

22

My testimony provides Staffs recommended capital structure, return on equity ("ROE")

and overall rate of return ("ROR") for establishing the revenue requirements for Las

Quintas Serenes Water Company's ("LQS" or "Applicant") pending rate application,

23
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1 Q-

2 A.

3

4

Please provide a brief description of LQS.

LQS is a for-profit Arizona Limited Liability Corporation that is engaged in the business

of providing public water (approximately 1,000 customers) utility service in a portion of

Sahuarita within Pima County, Arizona.

5

6 Summary of Testimony and Recommendations

7 Q- Briefly summarize how Staffs cost of capital testimony is organized.

8 A. Section I is this

9 introduction.

10

Staffs cost of capital testimony is presented in eleven sections.

Section II discusses the concept of weighted average cost of capital

Section III presents the concept of capital structure and presents Staffs

11

("WACC").

recommended capital structure for LQS in this proceeding. Section IV discusses the

12

13

14

15

16

17

concepts of ROE and risk. Section V presents the methods employed by Staff to estimate

LOS's ROE. Section VI presents the findings of Staffs ROE analysis. Section VII

presents Staff s final cost of equity estimates for LQS. Section VIII presents Staffs Cost

of Debt recommendation. Section IX presents Staffs ROR recommendation. Section X

presents Staffs comments on the Direct Testimony of the Applicant's witness, Mr.

Thomas J. Bourassa. Finally, Section XI presents the conclusions.

18

19 Q.

20 A.

21

Have you prepared any exhibits to accompany your testimony?

Yes. I prepared ten schedules (JCM-1 to JCM-10) that support Staff" s cost of capital

analysis.

22

23 Q. What is Staffs recommended rate of return for LQS?

24 A.

25

Staff recommends an 8,5 percent overall ROR, as shown in Schedule JcM-l. Staffs

ROR recommendation is based on cost of equity estimates for LQS that range from 9.8
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1 percent using the discounted cash flow method ("DCF") to 11.3 percent using the capital

2 asset pricing model ("CAPM") and a cost of debt of 7.1 percent.

3

4 LQS 's Proposed Overall Rate of Return

5

6

Q. Br ie f ly  summar ize LQS's  proposed cap i ta l  s truc ture ,  cos t o f  debt,  re turn  on equi ty

and overal l  rate of return for  this proceeding.

7 A.

8

Table 1 summarizes the Applicant's proposed capital structure, cost of debt, return on

equity and overall rate of return in this proceeding:

9

10 Table 1

Cost
Weighted
Cost

Long-term Debt
Common Equity
Cost of Capital/ROR

Weight
74.2%
25.9%

6.6%
16%

4.9%
4.1%
9.0%

11

12 LQS is proposing an overall rate of return of 9.0 percent.

13

14 II. THE WEIGHTED AVERAGE COST OF CAPITAL

15 Q- Briefly explain the cost of capital concept.

16 A.

17

18

The cost of capital is the opportunity cost of choosing one investment over others with

equivalent risk. In other words, the cost of capital is the return that stakeholders expect

for investing their financial resources in a determined business venture over another

business venture,19

20

21 Q- What is the overall cost of capital?

22 A .

23

The cost of capital to a company issuing a variety of securities (i.e., stock and

indebtedness) is an average of the cost rates on all issued securities adjusted to reflect the
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1

2

relative amounts for each security in the company's entire capital structure. Thus, the

overall cost of capital is the WACC.

3

4 Q. How is the WACC calculated?

5 A. The WACC is calculated by adding the weighted expected returns of a firm's securities.

6 The WACC formula is:

7
Equation 1.

8 n

9 WACC Z Wt Ti

10 i=1

11

12

In this equation, We is the weight given to the ill security (the proportion of the it security

relative to the portfolio) and ti is the expected return on the it security.

13

14 Q. Can you provide an example demonstrating application of Equation 1?

15 A.

16

17

18

Yes. For this example, assume that an entity has a capital structure composed of 60

percent debt and 40 percent equity. Also, assumethat the embedded cost of debt is 6.0

percent and the expected return on equity, i.e. the cost of equity, is 10.5 percent.

Calculation of the WACC is as follows:

19
Acc = (60% * 60%) + (40% * 10.5%)

20
WACC = 3.60% + 4.20%

21
WACC = 7.80%

22

23

24

25

The weighted average cost of capital in this example is 7.80 percent. The entity in this

example would need to earn an overall rate of return of 7.80 percent to cover its cost of

capital.

26



Component %

Capital Leases $20,000 ($20,000/$200,000) l0.0%

Long-Term Debt $85,000 ($85,000/$200,000) 42.5%

Preferred Stock $15,000 ($15,000/$200,000) 7.5%

Common Stock $80,000 ($80,000/$200,000) 40.0%

Total $200,000 100%

Q

4 ¢
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Page 5

1 III. CAPITAL STRUCTURE

2 Background

3 Q. Please explain the capital structure concept.

4 A.

5

6

The capital structure of a firm is the relative proportions of each type of security--short

term debt, long-term debt (including capital leases), preferred stock and common stock--

that are used to finance the firm's assets.

7

8 Q- How is the capital structure expressed?

9 A.

10

11

The capital structure of a company is expressed as the percentage of each component of

the capital structure (capital leases, short-term debt, long-term debt, preferred stock and

common stock) relative to the entire capital structure.

12

13

14

15

As an example, the capital structure for an entity that is financed by $20,000 of capital

leases, $85,000 of long-term debt, $15,000 of preferred stock and $80,000 of common

stock is shown in Table 2.

16

17 Table 2

18
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.1

1

2

3

The capital structure in this example is composed of 0.0 percent short-term debt, 10.0

percent capital leases, 42.5 percent long-term debt, 7.5 percent preferred stock and 40.0

percent common stock.

4

5

6 What capital structure does LQS propose?

7

8

LQS 's Capital Sl7'uctu1'e

Q.

A. The Applicant proposes a capital structure composed of 74.15 percent debt and 25.85

percent common equity.

9

10 Q.

11

How does LQS's proposed capital structure compare to capital structures of the

publicly-traded water utilities?

12 A.

13

14

15

16

LQS's updated capital structure is composed of 67.9 percent debt and 32.1 percent equity.

Schedule JCM-4 shows the capital structures of six publicly traded water companies

("sample water companies") as of December 2009. The average capital structure for the

sample water utilities is comprised of approximately 51.6 percent debt and 48.4 percent

equity.

17

18

19 What is Staffs recommended capital structure for LQS?

20

21

22

Stafflv Capital Structure

Q.

A. The Applicant's current capital structure is composed of 67.9 percent debt and 32.1

percent equity, but for reasons outlined in Section VII of my testimony, Staff  is

recommending a hypothetical capital structure of 60.0 percent debt and 40.0 percent debt.
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1 Q-

2

3 A.

4

Why does Staff's current capital structure differ from the Applicant's proposed

capital structure?

Staff used the most updated capital structure, as of September 30, 2009, provided by the

Applicant in response to Staff Data Request 6. 1 , rather than the end of the test year.

5

6 Iv. RETURN ON EQUITY

7 Background

8 Q. Please define the term "cost of equity capital."

9 A.

10

11

12

13

The cost of equity is the rate of return that investors expect to earn on their investment in a

business entity given its risk. In other words, the cost of equity to the entity is the

investors' expected rate of return on other investments of similar risk. As investors have a

wide selection of stocks to choose from, they will choose stocks with similar risks but

higher returns. Therefore, the market determines the entity's cost of equity.

14

15 Q- Is there a correlation between interest rates and the cost of equity?

16 A.

17

18

19

Yes. The cost of equity tends to move in the same direction as interest rates. This

relationship is part of the capital asset pricing model ("CAPM") formula. The CAPM is a

market-based model employed by Staff for estimating the cost of equity. The CAPM is

further discussed in Section V of this testimony.

20

21 Q. What has been the general trend of interest rates in recent years"

22 A,

23

24

A chronological chart of interest rates is a good tool to show interest rate history and

identify trends. Chart 1 graphs intermediate U.S. treasury rates from June 2000 to June

2010.

25
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

Chart l shows that intermediate interest rates trended downward from 2000 to mid-2003

then turned slightly upward until mid-2007, trended downward through early-2009 and

have trended upward in the past year and a half.17

18

19

20

Q. What has been the general trend in interest rates longer term?

A.

21

22

U.S. Treasury rates from 1959 to present are shown in Chart 2. The chart shows that

interest rates trended upward through the mid-1980s and have trended downward over the

last 25 years.

23

24



Chart 2: History of 5- and 10-Year Treasury Yields
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1

2

3

4

5

6

7

8

9

10

11

12

13

14 Source: Federal Reserve

15 Q- Do these trends suggest anything in terms of cost of equity?

16 A. Yes. As previously discussed, interest rates and cost of equity tend to move in the same

17 direction. The implication is that the cost of equity has declined in the past 25 years.

18

19 Q- Do actual returns represent the cost of equity?

20 A. No. The cost of equity represents investors' expected returns and not realized returns.

21
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1 Q-

2

3

Is there any information available that leads to an understanding of the relationship

between the equity returns required for a regulated water utility and those required

in the market as a whole?

4 A.

5

6

7

Yes. A comparison of betas, a component of the CAPM discussed in Section V, for the

water utility industry and the market provide insight into this relationship. The average

beta (0.78)1 for a water Utility is lower than the theoretical average beta for all stocks (1 .0).

According to the CAPM fionnula, the cost of equity capital moves in the same direction as

8 beta. Since the beta for the water utility industry is lower than the beta for the market, the

9

10

implication is that the required return on equity for a regulated water utility is below the

average required return on the market.

11

12 Risk

Please define risk in relation to cost of capital.13 Q .

A.14

15

16

17

18

Risk, as it relates to an investment, is the variability or uncertainty of the returns on a

particular security. Investors are risk averse and require a greater potential return to invest

in relatively greater risk opportunities, i.e., investors require compensation for taking on

additional risk. Risk is generally separated into two components. Those components are

market risk (systematic risk) and non-market risk (diversifiable risk or firm-specific risk).

19

20 Q. What is market risk?

21 A.

22

Market risk or systematic risk is the risk of an investment that cannot be reduced through

diversification. Market risk stems from factors that affect all securities such as recessions,

23

24

war, inflation and high interest rates. Since these factors affect the entire market they

cannot be eliminated through diversification. Market risk does not impact each security to

1 See Schedule JCM-7
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1

2

the same degree. The degree to which any security's returns is affected by the market can

be measured using Beta. Beta reflects the business risk and the financial risk of a security.

3

4 Q- Please define business risk.

5 A. Business risk is the fluctuation of earnings inherent in a firm's operations and environment

6

7

8

such as competition and adverse economic conditions that may impair its ability to

provide returns on investment. Companies in the same or similar line of business tend to

experience the same fluctuations in business cycles.

9

10 Q- Please define financial risk.

11 A. Financial risk is the fluctuation of earnings inherent in using debt financing by a firm that

12 may impair its ability to provide adequate return. The more a company uses debt

13 financing, the more the company becomes exposed to financial risk.

14

15 Q. Do business risk and financial risk affect the cost of equity?

16 A. Yes.

17

18 Q. Is a firm subject to any other risk?

19 A. Yes.

20

21

Firms are also subject to unsystematic or f irm-specif ic risk. Examples of

unsystematic risk include losses caused by labor problems, nationalization of assets, loss

of a big client or weather conditions. Investors can eliminate firm-specific risk by holding

22 a diverse portfolio, thus, it is not of concern to diversified investors.

23
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4

1 Q.

2

How does LQS's financial risk compare to the sample water companies' financial

risk from the perspective of an investor?

3 A.

4

5

6

7

8

9

From an investor's perspective LQS's capital structure is more risky than the sample water

companies. Schedule JCM-4 shows the capital structures of the six publicly-traded water

companies ("sample water companies") as of December 2009, as well as LQS's actual

capital structure. As of December 2009, the sample water utilities were capitalized with

approximately 51.6 percent debt and 48.4 percent equity, while LQS's actual capital

structure consists of approximately 67.9 percent debt and 32.1 percent equity. Thus,

LQS's shareholders bear more financial risk than the shareholders of the sample

10 companies.

11

12 Q- Is firm-specific risk measured by beta?

13 A. No. Firm-specific risk is not measured by beta.

14

15 Q. Is the cost of equity affected by firm-speciiic risk?

16 A. No. Since firm-specific risk can be eliminated through diversification, it does not affect

17 the cost of equity.

18

19 Q- Can investors expect additional returns for firm-specific risk?

20 A.

21

22

No. Investors who hold diversified portfolios can eliminate firm-specific risk and,

consequently, do not require any additional return. Since investors who choose to be less

than fully-diversified must compete in the market with fully-diversified investors, the

23 former cannot expect to be compensated for unique risk.

24
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1 v. ESTIMATING THE COST OF EQUITY

2 Introduction

3 Q- Did Staff directly estimate the cost of equity for LQS?

4 A.

5

6

7
J

No. Since LQS is not a publicly-traded company, Staff is unable to directly estimate the

Applicant's cost of equity due to the unavailability of financial information. Instead, Staff

uses an average of a representative sample group to reduce the sample error resulting from

random fluctuations in the market at the time the information is gathered.

8

9 Q- What companies did Staff select as proxies or comparables for LQS?

10 A.

11

12

13

Staff s sample consists of the following six publicly-traded water utilities: American

States Water, California Water, Connecticut Water Services, Middlesex Water, Aqua

America and SJW Corp. Staff chose these companies because they are publicly-traded

and receive the majority of their earnings from regulated operations .

14

15 Q- What models did Staff implement to estimate LQS's cost of equity?

16 A. Staff used two market-based models to estimate the cost of equity for LQS: the discounted

17 cash flow model ("DCF") and the CAPM.

18

19 Q. Please explain why Staff chose the DCF and CAPM models.

20 A. Staff chose to use the DCF and CAPM models because they are wide1y~recognized

21 market-based models and have been used extensively to estimate the cost of equity. An

22 explanation of the DCF and CAPM models follows.
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1 Discounted Cash Flow Model Analysis

2 Q-

3

Please provide a brief  summary of  the theory upon which the DCF method of

estimating the cost of equity is based.

4 A.

5

6

7

8

9

10

11

The DCF method of stock valuation is based on the theory that the value of an investment

is equal to the sum of the future cash flows generated from the aforementioned investment

discounted to the present time. This method uses expected dividends, market price and

dividend growth rate to calculate the cost of capital. Professor Myron Gordon pioneered

the DCF method in the 1960s. The DCF method has become widely used to estimate the

cost of equity for public utilities due to its theoretical merit and its simplicity. Staff used

the financial information for the relevant six sample companies in the DCF model and

averaged the results to determine an estimated cost of equity for the sample companies.

12

13 Q- Does Staff use more than one version of the DCF Model?

14 A. Yes. Staff uses two versions of the DCF model: the constant-growth DCF Model and the

15

16

17

multi-stage or non-constant growth DCF. The constant-growth DCF Model assumes that

an entity's dividends will grow indefinitely at the same rate. The multi-stage growth DCF

model assumes the dividend growth rate will change at some point in the future.

18

19 The Constant-Growth DCF

20 Q- What is the mathematical formula used in Staffs constant-growth DCF analysis?

21 A. The constant-growth DCF formula used in Staffs analysis is:

22
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Equation 2 :

K D1+8
E

where : the cost of equity

the expected annual dividend

the current stock price

the expected infinite annual growth rate of dividends

l

K

D1

13,

g

Equation 2 assumes that the entity has a constant earnings retention rate and that its

2

3

4

5

6

earnings are expected to grow at a constant rate. According to Equation 2, a stock with a

current market price of $10 per share, an expected annual dividend of $0.45 per share and

an expected dividend growth rate of 3.0 percent per year has a cost of equity to the entity

of 7.5 percent reflected by the sum of the dividend yield ($0.45/ $10 : 4.5 percent) and the

3.0 percent annual dividend growth rate.

7

8 Q- How did Staff calculate the dividend yield component (D1/P0) of the constant-growth

9 DCF formula?

10 A.

11

12

Staff calculated the yield component of the DCF formula by dividing the expected annual

dividends (DI) by the spot stock price (Po) after the close of the market June 9, 2010, as

reported by the website MSN Money.

13

14 Q-

15

Why did Staff use the June 9, 2010, spot price rather than a historical average stock

price to calculate the dividend yield component of the DCF formula?

16 A.

17

18

19

Current, rather than historic, market stock price is used in order to be consistent with

finance theory, i.e., the efficient market hypothesis. The efficient market hypothesis

asserts that the current stock price reflects all available information on a stock including

investors' expectations of future returns. Use of a historical average of stock prices

z Value Line Summary & Index. 6-18-10
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Q

1 The

2

illogically discounts the most recent information in favor of less recent information.

latter is stale and is representative of underlying conditions that may have changed.

3

4 Q.

5

How did Staff estimate the dividend growth (g) component of the constant-growth

DCF model represented by Equation 2?

6 A.

7

8

9

The dividend growth component used by Staff is determined by the average of six

different estimation methods, as shown in Schedule JCM-8. Staff calculated historical and

projected growth estimates on dividend-per-share ("DPS"),3 reamings-per-share ("EPS")4

and sustainable growth bases.

10

11 Q.

12

Why did Staff examine EPS growth to estimate the dividend growth component of

the constant-growth DCF model?

13 A.

14

15

Historic and projected EPS growth are used because dividends are related to earnings.

Dividend distributions may exceed earnings in the short run but cannot continue

indefinitely. In the long term, dividend distributions are dependent on earnings.

16
|

17 Q- How did Staff estimate historical DPS growth?

18 A.

19

20

21

Staff estimated historical DPS growth by calculating the average rate of growth in DPS of

the sample water companies from 1999 to 2009. The results of that calculation are shown

in Schedule JCM-5. Staff calculated an average historical DPS growth rate of 2.8 percent

for the sample water utilities for the aforementioned period.

22

3 Derived Hom information provided by Value Line
4 Derived from information provided by Value Line
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1 Q. How did Staff estimate the projected DPS growth?

2 A.

3

Staff calculated a11 average of the projected DPS growth rates for the sample water utilities

from Value Line. The average projected DPS growth rate is 3.7 percent, as shown in

4 Schedule JCM-5.

5

6 Q~ How did Staff calculate the historical EPS growth rate?

7 A.

8

9

10

Staff estimated historical EPS growth by calculating the average rate of growth in EPS of

the sample water companies from 1999 to 2009. Staff calculated an average historical

EPS growth rate of 3.3 percent for the sample water utilities for the aforementioned

period, as shown in Schedule JCM-5.

11

12 Q. How did Staff estimate the projected EPS growth?

13 A.

14

Staff calculated an average of the prob ected EPS growth rates for the sample water utilities

from Value Line. The average projected EPS growth rate is 8.8 percent, as shown in

15 Schedule JCM-5 .

16

17 Q. How does Staff calculate its historical and projected sustainable growth rates?

18 A.

19

20

Historical and projected sustainable growth rates are calculated by adding their respective

retention growth rate terms (Br) to their respective stock financing growth rate terms (vs)

as shown in Schedule JCM-6.

21

22 Q. What is retention growth?

23 A.

24

25

26

Retention growth is the growth in dividends due to the retention of earnings. The

retention growth concept is based on the theory that dividend growth cannot be achieved

unless the company retains and reinvests some of its earnings. The retention growth is

used in Staffs calculation of sustainable growth shown in Schedule JCM-6.
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1 Q. What is the formula for the retention growth rate?

2 A.

3

The retention growth rate is the product of the retention ratio and the book/accounting

return on equity. The retention growth rate formula is:

4

Equation 3 :

Retention Growth Rate = Br

where : b

r

the retention ratio (1 - dividend payout ratio)

the accounting/book return on common equity

5

6 Q- How did Staff calculate the average historical retention growth rate (br) for the

7 sample water utilities?

8 A.

9

10

Staff calculated the historical retention rates by averaging the retention rates for the

sample water companies from 2000 to 2009. The historical average retention (Br) growth

for the sample water utilities is 2.9 percent, as shown in Schedule JCM-6.

11

12 Q. How did Staff determine projected retention growth rate (be) for the sample water

13 utilities?

14 A.

15

16

Staff used the retention growth projections for the sample water utilities for the period

2013 to 2015 from Value Line. The projected average retention growth rate for the sample

water utilities is 6.2 percent, as shown in Schedule JCM-6.

17

18 Q. When can retention growth provide a reasonable estimate of future dividend

19 growth?

20 A.

21

22

The retention growth rate is a reasonable estimate of future dividend growth when the

retention ratio is reasonably constant and the entity's market price to book value ("market-

to-book ratio") is expected to be 1.0. The average retention ratio has been reasonably
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1

2

constant in recent years. However, the market-to-book ratio for the sample water utilities

is 1.6, notably higher than 1.0, as shown in Schedule JCM-7.

3

4 Q- Is there any financial implication of a market-to-book ratio greater than 1.0?

5 A.

6

7

8

9

10

11

12

13

14

15

16

Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to

earn an accounting/book return on its equity that exceeds its cost of equity. The

relationship betweeN required returns and expected cash flows is readily observed in the

fixed securities market. For example, assume an entity contemplating issuance of bonds

with a face value of $l0 million at either 6 percent or 8 percent, and thus, paying annual

interest of $600,000 or $800,000, respectively. Regardless of investors' required return on

similar bonds, investors will be willing to pay more for the bonds if issued at 8 percent

than if the bonds are issued at 6 percent. For example, if the current interest rate required

by investors is 6 percent, then they would bid $10 million for the 6 percent bonds and

more than $10 million for the 8 percent bonds. Similarly, if equity investors require a 9

percent return and expect an entity to earn accounting/book returns of 13 percent, the

market will bid up the price of the entity's stock to provide the required return of 9

17 percent.

18

19 Q-

20

How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of

equity analyses in recent years?

21 A.

22

23

Staff has assumed that investors expect the market-to-book ratio to remain greater than

1.0. Given that assumption, Staff has added a stock financing growth rate (vs) term to the

retention ratio (Br) term to calculate its historical and projected sustainable growth rates.

24
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1 Q-

2

Do the historical and projected sustainable growth rates Staff uses to develop its

DCF cost of equity in this case continue to include a stock financing growth rate

3 term?

4 A. Yes.

5

6 Q- What is stock financing growth?

7 A.

8

9

10

11

12

Stock financing growth is the growth in an entity's dividends due to the sale of stock by

that entity. Stock financing growth is a concept derived by Myron Gordon and discussed

in his book The Cost of Capital to a Public UtiIiIy.5 Stock financing growth is the product

of the fraction of the funds raised from the sale of stock that accrues to existing

shareholders (v) and the fraction resulting from dividing the funds raised from the sale of

stock by the existing common equity (s).

13

14 Q. What is the mathematical formula for the stock financing growth rate?

15 A. The mathematical formula for stock financing growth is:

Equation 4

Stock Financing Growth = vs

where v

S

Fraction of the funds raised from the sale of stock that accrues

to existing shareholders

Funds raised from the sale of stock as a fraction of the existing

common equity

16

17 Q. How is the variable v presented above calculated?

18 A. Variable v is calculated as follows:

5 Gordon, Myron J. The Cost of CapitaI to a Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 31-35.
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Equation 5 :

I book value
v = -

market value

1

2

3

For example, assume that a share of stock has a $30 book value and is selling for $45.

Then, to find the value of v, the formula is applied:

v = I -

4 In this example, v is equal to 0.33 .

5

6 Q. How is the variable s presented above calculated?

7 A. Variable s is calculated as follows:

8 Equation 6:

9

10

Funds raised from the issuance of stock

Total existing common equity before the issuance

11

12

13

For example, assume that an entity has $150 in existing equity, and it sells $30 of stock.

Then, to find the value of s, the formula is applied: .

S
30

150

14 In this example, s is equal to 20.0 percent.

15

16 Q. What is the vs term when the market-to-book ratio is equal to 1.0?

17 A.

18

19

A market-to-book ratio equal to 1.0 reflects that investors expect an entity to earn a

book/accounting return on their equity investment equal to the cost of equity. When the

market-to-book ratio is equal to 1.0, none of the funds raised from the sale of stock by the



r

Direct Testimony of Juan C. Manrique
Docket No. W-01583A-09-0589
Page 22

a

1

2

3

entity accrues to the benefit of existing shareholders, i.e., the term v is equal to zero (0.0).

Consequently, the vs term is also equal to zero (0.0) When stock financing growth is

zero, dividend growth depends solely on the Br term.

4

5 Q~ What is the effect of the vs term when the market-to-book ratio is greater than L0?

6 A.

7

8

9

10

11

12

13

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to earn a

book/accounting return on their equity investment greater than the cost of equity.

Equation 5 shows that when the market-to~book ratio is greater than 1.0 the v term is also

greater than zero. The excess by which new shares are issued and sold over book value

per share of outstanding stock is a contribution that accrues to existing stockholders in the

form of a higher book value. The resulting higher book value leads to higher expected

earnings and dividends. Continued growth from the vs term is dependent upon the

continued issuance and sale of additional shares at a price that exceeds book value per

14 share .

15

16 Q. What vs estimate did Staff calculate from its analysis of the sample water utilities?

17 A.

18

Staff estimated an average stock financing growth of 2.0 percent for the sample water

utilities, as shown in Schedule JCM-6.

19

20 Q-

21

22

What would occur if an entity had a market-to-book ratio greater than 1.0 as a result

of investors expecting earnings to exceed the cost of equity capital and the entity

subsequently experienced newly-authorized rates equal to its cost of equity capital"

23 A.

24

Market pressure on the entity's stock price to reflect the change in future expected cash

flows would cause the market-to-book ratio to move toward 1,0.

25
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1 Q-

2

Is inclusion of the vs term necessary if the average market-to-book ratio of the

sample water utilities falls to 1.0 due to authorized ROEs equaling the cost of equity?

3 A.

4

No. As discussed above, when the market-to-book ratio is equal to 1.0, none of the funds

raised from the sale of stock by the entity accrues to the benefit of existing shareholders

5 because the v term equals to zero, and consequently, the vs term also equals zero. When

6 the market-to-book ratio equals 1.0, dividend growth depends solely on the Br term.

Staff s inclusion of the vs term assumes that the market-to-book ratio continues to exceed7

8 1.0 and that the water utilities will continue to issue and sell stock at prices above book

9 value with the effect of benefitting existing shareholders.

10

11 Q. What are Staff's historical and projected sustainable growth rates?

12 A.

13

14

15

Staffs estimated historical sustainable growth rate is 4.8 percent based on an analysis of

earnings retention for the sample water companies. Staffs projected sustainable growth

rate is 9.1 percent based on retention growth projected by Value Line. Schedule JCM-6

presents Staffs estimates of the sustainable growth rate.

16

17 Q. What is Staffs expected infinite annual growth rate in dividends?

18 A.

19

20

Staff' s expected infinite annual growth rate in dividends is 5.4 percent which is the

average of historical and projected DPS, EPS, and sustainable growth estimates. Staffs

calculation of the expected infinite annual growth rate in dividends is shown in Schedule

21 JCM-8.

22

23 Q- What is Staffs constant-growth DCF estimate for the sample utilities?

24 A. Staffs constant-growth DCF estimate is 9.3 percent, as shown in Schedule JCM-3 .

25
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1 The Multi-Stage DCF

2 Q- Why did Staff implement the multi-stage DCF model to estimate LQS's cost of

3

4 A.

equity?

Staff generally uses the multi-stage DCF model to consider the assumption that dividends

5

6

may not grow at a constant rate. The mu1ti~stage DCF uses two stages of growth. The

first stage is four years followed by the second constant growth stage.

7

8 Q. What is the mathematical formula for the multi-stage DCF?

9 A. The multi-stage DCF formula is shown in the following equation:

Equation 7 :
In

H, >8 +
/=1

D,
(1 + K)'

Dr(l-I-gn)
K-gn (I+K>l

Where 2 P

Dr

0

»

K
n

D"

gr

current stock price

dividends expected during stage 1

cost of equity

years of non - constant growth

dividend expected in year n

constant rate of growth expected after year n

10

11 Q- What steps did Staff take to implement its multi-stage DCF cost of equity model?

12 A.

13

14

15

First, Staff projected future dividends for each of the sample water utilities using near-

term and long-term growth rates. Second, Staff calculated the rate (cost of equity) which

equates the present value of the forecasted dividends to the current stock price for each of

the sample water utilities. Lastly, Staff calculated an average of the individual sample

16 company cost of equity estimates.

17
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1 Q. How did Staff calculate near-term (stage-1) growth"

Z A.

3

4

The stage-l growth rate is based on Value Lines 's projected dividends for the next twelve

months, when available, and on the average dividend growth rate (5.4 percent) calculated

in Staffs constant DCF analysis for the remainder of the stage.

5

6 Q. How did Staff estimate long-term (stage-2) growth?

7 A.

8

9

Staff calculated the stage-2 growth rate using the arithmetic mean rate of growth in GDP

from 1929 to 2009.6 Using the GDP growth rate assumes that the water utility industry is

expected to grow at the same rate as the overall economy.

10

11 Q. What is the historical GDP growth rate that Staff used to estimate stage-2 growth?

12 A. Staff used 6.6 percent to estimate the stage-2 growth rate.

13

14 Q- What is Staff's multi-stage DCF estimate for the sample utilities?

15 A. Staffs multi-stage DCF estimate is 10.3 percent, as shown in Schedule JCM-3 .

16

17 Q. What is Staff's overall DCF estimate for the sample utilities?

18 A.

19

20

Staff' s overall DCF estimate is.9.8 percent. Staff calculated the overall DCF estimate by

averaging the constant growth DCF (9.3 percent) and multi-stage DCF (10.3 percent)

estimates, as shown in Schedule JCM-3 .

21

22 Capital Asset Pricing Model

23 Q. Please describe the CAPM.

24 A. The CAPM is used to determine the prices of securities in a competitive market. The

25 CAPM model describes the relationship between a security's investment risk and its

6www.bea,doc.gov
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1

2

3

4

5

6

7

market rate of return. Under the CAPM a11 investor requires the expected return of a

security to equal the rate on a risk-free security plus a risk premium. If the investor's

expected return does not meet or beat the required return, the investment is not

economically justified. The model also assumes that investors will sufficiently diversify

their investments to eliminate any non-systematic or unique risk.7 In 1990, Professors

Harry Markowitz, W illiam Sharpe, and Merton Miller earned the Nobel Prize in

Economic Sciences for their contribution to the development of the CAPM.

8

9 Q- Did Staff use the same sample water utilities in its CAPM and DCF cost of equity

10 estimation analyses?

11 A.

12

Yes. Staffs CAPM cost of equity estimation analysis uses the same sample water

companies as its DCF cost of equity estimation analysis.

13

14 Q- What is the mathematical formula for the CAPM?

15 A. The mathematical formula for the CAPM is:

16

Equation 8 :

K : R/+,8(Rm -R/)

where : Rf = risk free rate

R," = return on market

,3 :  be ta

Rm "Rf = market risk premium

K : expected return

17

7 The CAPM makes the following assumptions: 1) single holding period; 2) perfect and competitive securities
market, 3) no transaction costs, 4) no restrictions on short selling or borrowing, 5) the existence of a risk-free rate,
and 6) homogeneous expectations.
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1

2

3

The equation shows that the expected return (K) on a risky asset is equal to the risk-free

interest rate (Rf) plus the product of the market risk premium ("Rp") (Rm - Rf) multiplied

by beta (B) where beta represents the riskiness of the investment relative to the market.

4

5 Q- What is the risk free rate?

6 A. The risk free rate is the rate of return of an investment with zero risk.

7

8

9 Q-

10

What does Staff use as surrogates to represent estimations of the risk-free rates of

interest in its historical and current market risk premium CAPM methods?

11 A.

12

13

14

15

16

17

Staff uses separate parameters as surrogates for the estimations of the risk-free rates of

interest for the historical market risk premium CAPM cost of equity estimation and the

current market risk premium CAPM cost of equity estimation. Staff uses the average of

three (five-, seven-, and ten-year) intermediate-term U.S. Treasury securities' spot rates in

its historical market risk premium CAPM cost of equity estimation, and the 30-yearU.S.

Treasury bond spot rate in its current market risk premium CAPM cost of equity

estimation. U.S. Treasuries are largely verifiable and readily available.

18

19 Q. What does beta measure?

20 A.

21

22

23

Beta measures the volatility, or systematic risk, of a security relative to the market. Since

systematic risk cannot be diversified away, it is the only risk that is relevant when

estimating a security's required return. Using a baseline market beta of 1.0, a security

with a beta less than 1.0 will be less volatile than the market. A security with a beta

24 greater than 1.0 will be more volatile than the market.

25
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1 Q- How did Staff estimate LQS's beta?

2 A.

3

4

Staff used the average of the Value Line betas for the sample water utilities as a proxy for

LQS's beta. Schedule JCM-7 shows the Value Line betas for each of the sample water

utilities. The 0.78 average beta for the sample water utilities is Staff" s estimated beta for

5 LQS. A security with a 0.78 beta has less volatility than the market.

6

7 Q.

A.

Please describe expected market risk premium (Rm - Rf)"

8 The expected market risk premium is the expected return on the market above the risk free

9 rate. Simplified, it is the return an investor expects as compensation for market risk.

10

11 Q. What did Staff use for the market risk premium?

12 A.

13

Staff uses separate calculations for the market risk premium in its historical and current

market risk premium CAPM methods.

14

15 Q. How did Staff calculate an estimate for the market risk premium in its historical

16 market risk premium CAPM method?

17 A.

18

Staff uses the intermediate-term government bond income returns published in the

Ibbotson Associates' Stocks, Bonds, Bills, and In/Zation 2009 Yearbook to calculate the

19 historical market risk premium. lbbotson Associates calculates the historical risk

20

21

22

premium by averaging the historical arithmetic differences between the S&P 500 and the

intermediate-term government bond income returns for the period 1926-2009. Staffs

historical market risk premium estimate is 7.2 percent, as shown in Schedule JCM-3.

23



l-11ll1l_l1 ll | | I'll

Direct Testimony of Juan C. Enrique

Docket No. W-01583A-09-0589
Page 29

1 Q- How did Staff calculate an estimate for the market risk premium in its current

2 market risk premium CAPM method?

3 A.

4

5

6

7

8

Staff solves equation 8 above to arrive at a market risk premium using a DCF derived

expected return (K) of 17.12 (2.1 + l5.028) percent using the expected dividend yield (2.1

percent over the next twelve months) and the annual per share growth rate (15.02 percent)

that Value Line projects for all dividend-paying stocks under its reviews along with the

current long-term risk-free rate (30-year Treasury note at 4.1 percent) and the market's

average beta of 1.0. Staff calculated the current market risk premium as 13.0010 as shown

in Schedule JCM-3 .9

10

11 Q.

12

What is the result of Staff's historical market risk premium CAPM and current

market risk premium CAPM cost of equity estimations for the sample utilities?

13 A.

14

Staffs cost of equity estimates are 8.2 percent using the historical market risk premium

CAPM and 14.3 using the current market risk premium CAPM.

15

16 Q- What is Staff's overall CAPM estimate for the sample utilities?

17 A.

18

19

Staffs overall CAPM cost of equity estimate is 11.3 percent which is the average of the

historical market risk premium CAPM (8.2 percent) and the current market risk premium

CAPM (14.3 percent) estimates, as shown in Schedule JCM-3 .

20

I The three to five year price appreciation is 75%. 1.75015 l
r June 18, 2010 issue date.
'17.12% = 4.12% + (1) (13.00%)

15.02%
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1

2 Q-

3

VI. SUMMARY OF STAFF'S COST OF EQUITY ANALYSIS

What is the result of Staff's constant-growth DCF analysis to estimate of the cost of

equity to the sample water utilities?

4 A. Schedule JCM-3 shows the result of Staffs constant-growth DCF analysis. The result of

Staff" s constant-growth DCF analysis is as follows:5

6

k 3.9% + 5.4%
7

8

9

10

k 9.3%

11

12

Staffs constant-growth DCF estimate of the cost of equity to the sample water utilities is

9.3 percent.

13

14

15

16

Q- What is the result of Staff's multi-stage DCF analysis to estimate of the cost of equity

for the sample utilities?

A.

17

Schedule JCM-9 shows the result of Staff s multi-stage DCF analysis. The result of

Staffs multi-stage DCF analysis is:

Applicant Equity Cost
Estimate (k)

American States Water
California Water
Aqua America
Connecticut Water
Middlesex Water
SJW Corp

9.8%
10.1%
10.0%
11.1%
11.4%
9.6%

18

19

20
21

22

23
24

25
26

27

28 Average 10.3%

29
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1 Staffs multi-stage DCF estimate of the cost of equity for the sample water utilities is 10.3

2 percent.

3

4 Q. What is Staff's overall DCF estimate of the cost of equity for the sample utilities?

5 A.

6

7

Staffs overall DCF estimate of the cost of equity for the sample utilities is 9.8 percent.

Staff calculated an overall DCF cost of equity estimate by averaging Staff" s constant

growth DCF (9.3 percent) and Staffs multi-stage DCF (10.3 percent) estimates, as shown

in Schedule JCM-3.8

9

10 Q- What is the result of Staffs historical market risk premium CAPM analysis to

11 estimate of the cost of equity for the sample utilities?

12 A. Schedule JCM-3 shows the result of Staffs CAPM analysis using the historical risk

13 premium estimate. The result is as follows:

14
k 2.6% + 0.78 * 7.2%

15
k 8.2%

16

17

18

Staff s CAPM estimate (using the historical market risk premium) of the cost of equity to

the sample water utilities is 8.2 percent.

19

20 Q- What is the result of Staffs current market risk premium CAPM analysis to

21 estimate the cost of equity for the sample utilities?

22 A. Schedule JCM-3 shows the result of Staff" s CAPM analysis using the current market risk

23 premium estimate. The result is:

24
k 4.1% + 0.78*13.0%

25

k 14.3%
26
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1

2

Staff" s CAPM estimate (using the current market risk premium) of the cost of equity to the

sample water utilities is 14.3 percent.

3

4 Q- What is Staff's overall CAPM estimate of the cost of equity for the sample utilities?

5 A.

6

7

Staffs overall CAPM estimate for the sample utilities is 11.3 percent. Staffs overall

CAPM estimate is the average of the historical market risk premium CAPM (8.2 percent)

and the current market risk premium CAPM (14.3 percent) estimates, as shown in

8 Schedule JCM-3 .

9

10 Q. Please summarize the results of Staff's cost of equity analysis for the sample utilities.

11 A. The following table shows the results of Staffs cost of equity analysis:

12

13 Table 2

Estimate
9.8%
11.3%

Method
Average DCF Estimate
Average CAPM Estimate

Overall Average 10.6%

14

15 Staffs average estimate of the cost of equity to the sample water utilities is 10.6 percent.

16

17

18

VII. FINAL COST OF EQUITY ESTIMATES FOR LQS

Please compare LQS's capital structure to that of the six sample water companies.Q-

19 A.

20

21

22

23

The average capital structure for the sample water utilities is composed of 48.4 percent

equity and 51.6 percent debt, as shown in Schedule JCM-4. LQS's capital structure is

composed of 32.1 percent equity and 67.9 percent debt. In this case, since LQS's capital

structure is more leveraged than that of the average sample water utilities' capital

structure, its stocldiolders bear more financial risk than the sample water utilities.
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1 Q. Does LQS's additional financial risk affect its cost of equity?

2 A.

3

Yes. As previously discussed, financial risk is a component of market risk and investors

require compensation of market risk.

4

5 Q.

6

7

Explain why Staff recommends adopting a hypothetical capital structure to

recognize LQS's additional financial risk versus the sample companies as opposed to

an upward financial risk adjustment in this case?

8 A.

9

10

11

Either method can provide a satisfactory result. In this case, Staff does not use a financial

risk adjustment because LQS is not a publicly-traded company and, thus, it does not have

access to the capital markets. Further, use of a hypothetical capital structure more clearly

demonstrates that Staffs overall rate of return recommendation is consistent with that for

12

13

14

15

16

17

18

19

a utility with a capital structure Staff considers to be within a reasonable range. Thus,

Staff is recommending a hypothetical capital structure of 60 percent debt and 40 percent

equity. Staffs recommendation provides LQS with the opportunity to increase its equity

position through reasonable earnings that would not otherwise be available. in this case,

the Applicant would earn a 10.6 percent return on a higher percentage of equity than

currently exists in its capital structure. This recommendation encourages LQS to have a

more balanced capital structure, and it does not disadvantage LQS for its lack of access to

the capital markets.

20

21 Q- Has the Commission adopted a hypothetical capital structure for other Arizona

22 utilities?

23 A. Yes. The Commission has used hypothetical capital structures in prior cases involving

24

25

26

highly leveraged utilities. For example, in a case involving Southwest Gas Company, the

Commission adopted a hypothetical capital structure of 40 percent equity and 60 percent

debt, as recommended by Staff (Decision No. 68487, at 23-25). In Decision No. 69440,
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1

2

the Commission adopted a hypothetical capital structure of 40 percent equity and 60

percent debt for Arizona-American Water.

3

4 Q~ What is Staffs ROE estimate for LQS?

5

6

A.

7

Staff determined an ROE estimate of 10.6 percent for the Applicant based on cost of

equity estimates for the sample companies ranging from 9.8 percent for the DCF to 11.3

percent for the CAPM.

8

9

l()

VIII.

Q-

COST OF DEBT

Please explain the dif ference between the Applicant's and Staff 's cost of  debt

recommendation.11

12 A.

13

debt issuance costs.14

15

16

17

The Applicant is recommending a 6.6 percent cost of debt while Staff is recommending a

7.1 percent cost of debt. The difference is represented by the treatment of $185,625 of

The Applicant included the debt issuance costs in the Water

The National Association of Regulatory Commissioners

Uniform System of Accounts specifies that debt issuance costs are a component of interest

expense, and Staffs cost of debt reflects the specified treatment. I.e., these costs are

amortized over the life of the loan as a component of interest expense, as shown in

Schedule JCM-10.

Treatment Plant account.

18

19

20

21

22

IX. RATE OF RETURN RECOMMENDATION

What overall rate of return did Staff determine for LQS?

23

24

Q-

A. Staff determined a 8.5 percent ROR for the Applicant, as shown in Schedule JCM-l and in

the following table:

25
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Table 3

Weight Cost
Weighted
Cost

Long-term Debt
Common Equity

60.0%
40.0%

7.1%
10.6%

4.3%
4.2%

Overall ROR 8.5%

4 x. STAFF RESPONSE TO APPLICANT'S COST OF CAPITAL WITNESS MR.

THOMAS J. BOURASSA

6

7

Q. Please summarize Mr. Bourassa's analyses and recommendations.

A. Mr. Bourassa recommends a 16.0 percent ROE based on analyses for two constant growth

DCF models (Past and Future Growth and Future Only Growth), as well as historical and

current market risk premium CAPM for the same sample of water companies selected by

Staff. Mr. Bourassa also asserts that LQS faces additional risks not captured by the

market models, such as regulatory and financial risk, and he concludes that a 16.0 percent

ROE presents a reasonable balance resulting from his analyses. Mr. Bourassa proposes

9.0 percent for the overall ROR with a capital structure consisting of 25.9 percent equity

and 74.2 percent debt.

16

17

Constant-Growth DCF

Q, Does Mr. Bourassa give equal weight to historical data and analysts' projections to

estimate the growth component of his DCF cost of equity estimate?

19 A. No. Mr. Bourassa's DCF cost of equity estimate is based on the midpoint of his (1) Past

and Future Growth estimate and (2) Future Growth estimate. Half of the Past and Future

Growth estimate relies on analysts' projections of earnings growth and the entire Future

Growth estimate relies on analysts' projections of earnings growth. Thus, choosing the

midpoint of the two methods provides analysts' projections with 75 percent of the weight
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1

2

3

4

compared to 25 percent for historical data. In addition, Mr. Bourassa's Past and Future

Growth estimate provides equal weight to stock price, book value per share, earnings per

share and dividends per share. Thus, only one-eighth (12.5 percent) of his method of

estimating the dividend growth relies on the growth in dividends per share.

5

6 Q.

7

Does Staff  have any comments on Mr. Bourassa's heavy reliance on analysts'

forecasts to estimate DPS growth in his constant growth DCF estimates?

8 A. Yes. Generally, analysts' forecasts are known to be overly optimistic. Heavy use of

9

10

11

12

13

analysts' forecasts to calculate the growth in dividends (g), will cause inflated growth, and

consequently, inflated cost of equity estimates unless investors give the same strong

weight to analysts' forecasts. Also, heavy reliance on analysts' forecasts of earnings

growth to forecast DPS is inappropriate because it assumes that investors discount other

relevant information such as past dividend and earnings growth.

14

15 Q.

16

Does Staff have any evidence to support its assertion that heavy reliance on analysts'

forecasts of earnings growth in the DCF model would result in inflated cost of equity

17 estimates?

18 A.

19

Yes. Experts in the financial community have commented on the optimism in analysts'

forecasts of future earnings.u A study cited by David Dre ran in his book Contrarian

20 Investment Strategies: The Next Generation found that

21

22

Value Line analysts were

optimistic in their forecasts by 9 percent annually, on average for the 1987 - 1989 period.

Another study conducted by David Dre ran found that between 1982 and 1997, analysts

23 overestimated the growth of earnings of companies in the S8cP 500 by 188 percent.

11 See Seidel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. p, 100. Dre ran, David.
Contrarian Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Mariel,
Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175.
Testimony of Professors Myron J. Gordon and Lawrence I. Gould, consultant to the Trial Staff (Common Carrier
Bureau), FCC Docket 79-63, p. 95.
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1

2

3

4

5

6

7

Also, Burton Mariel of Princeton University studied the one-year and five-year earnings

forecasts made by some of the most respected names in the investment business. His

results showed that the five-year estimates of professional analysts, when compared with

actual earnings growth rates, were much worse than the predictions from several naive

forecasting models, such as the long-run rate of growth of national income. In the

following excerpt from Professor lVIalkiel's book A Random Walk Down Wall Street, he

discusses the results of his study:

8

9

10

11

12

13

14

15

When confronted with the poor record of their five-year growth
estimates, the security analysts honestly, if sheepishly, admitted
that five years ahead is really too far in advance to make reliable
projections. They protested that although long-term projections
are admittedly important, they really ought to be judged on their
ability to project earnings changes one year ahead Believe it or
not, it turned out that their one-year forecasts were even worse
than their fve-year projections.

16
17
18
19
20
21
22
23
24

The analysts fought back gamely. They complained that if was
unfair to judge their performance on .a wide cross section of
industries, because earnings for high-tech firms and various
"cyclical " companies are notoriously hard to forecast. "Try us on
utilities, " one analyst confidently asserted At the time they were
considered among the most stable group of companies because of
,Qovernment regulation. So we tried it and they din 't like it. Even
the forecasts for the stable utilities were far off the mark. ]2
(Emphasis added)

25

26 Q~ Are investors aware of the problems related to analysts' forecasts?

27 A. Yes. In addition to books, there are numerous published articles appearing in The Wall

28

29

30

Street Journal and other financial publications that cast doubt as to how accurate research

analysts are in their forecasts.13 Investors, being keenly aware of these inherent biases in

forecasts, will use other methods to assess future growth.

z Malkiel, Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175
I See Smith, Randall & Craig, Suzanne. "Big Finns Had Research Ploy: Quiet Payments Among Rivals." The Wall

Street Journal. April 30, 2003. Brown, Ken. "Analysts: Still Coming Up Rosy." The Wall Street Journal. January
27, 2003. p. Cl. Karmin, Craig. "Prost Forecasts Become Anybody's Guess." The Wall Street Journal. January



>

Direct Testimony of Juan C. Manrique
Docket No. W-01583A-09-0589
Page 38

1 Q.

2

3

Does Staff have any comments on the study cited by Mr. Bourassa, conducted by

David A. Gordon, Myron J. Gordon and Lawrence I.  Gould14 that he asserts

supports heavy use of analysts' forecasts in the DCF model?

4 A.

5

6

7

Yes. The article cited by Mr. Bourassa does not conclude that investors ignore or heavily

discount past growth when pricing stocks. Instead, the article describes more generally

that methods exclusively using analysts' forecasts are "popular or attractive models", but

the article does not support the conclusion that these forecasts should be used alone or as

8 the primary estimates.

9

10 Q. Does Professor Gordon recommend relying exclusively on analysts' forecasts as the

11 measure of growth in the DCF model?

12 A. No. Subsequent to the study cited by Mr. Bourassa,15 Professor Gordon provided the

13

14

keynote address at the 30th Financial Forum of the Society of Utility and Regulatory

Financial Analysts, in which he stated:

15

16

17

18

19

20

21

22

23

24

25

26

I understand that companies coming before regulatory agencies
liked and advocated ire high growth rates in security analyst
forecasts for arriving at their cost of equity capital. Instead of
rejecting these forecasts, I understand that FERC and other
regulatory agencies have decided to compromise with them. In
particular, in arriving at the cost of equity for company X, the
FERC has decided to arrive at the growth rate in my dividend
growth model by using an average of two growth rates. One is
security analysts forecast of the short-term growth rate in earnings
provided by IBES or Value Line and the other a more long run and
typically lower figure such as the past growth in GNP.

21, 2003. p. Cl. Gasparino, Charles. "Merrill Lynch Investigation Widens." The Wall Street Journal. Apr i l  l l ,
2002. p. CO. Elstein, Aaron. "Earnings Estimates Are All Over the Map." The Wall Street Journal. August 2,
2001. p. Cl. Dre ran, David. "Don't Count on those Earnings Forecasts." Forbes. January 26, 1998. p. 110.
14 Gordon, David A., Myron J. Gordon, Lawrence I. Gould. "Choice Among Methods of Estimating Share Yield."
The Journal ofPorlfolio Management. Spring 1989. pp. 50-55. (Bourassa's direct testimony, page 29, footnote.)

15 Ibid.
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1

2

3

4

Such an average can be questioned on various grounds. However,
my judgment is tat between the snort-term forecast alone and its
average with the past roth rate in GNP, the latter may be a

6 (Emphasis added)more reasonable figure.

5

6

7

Simply stated, Professor Gordon would temper the typically higher analysts' forecasts

with the typically lower GNP growth rate by averaging the two.

8

9 Q.

10

How does Staff respond to Mr. Bourassa's statement, "Logically, in estimating future

growth, financial institutions and analysts have taken into account all relevant

11 historical information on a company as well as other more recent information. To

12

13

14

the extent that past results provide useful indications of future growth prospects,

analysts' forecasts would already incorporate that information."? (Bourassa's Direct

Testimony, Page 29, line 7-10)

15 A.

16

17

18

19

The appropriate growth rate to use in the DCF formula is the dividend growth rate

expected by investors, not analysts. Therefore, while analysts may have considered

historical measures of growth, it is reasonable to assume that investors rely to some extent

on past growth as well. This calls for consideration of both analysts' forecasts as well as

past growth.

20

21 Q.

22

Does Staff have any comments on Mr. Bourassa's slight reliance on historical DPS

growth to estimate DPS growth constant growth DCF estimates?

23 A.

24

25

Yes. As previously stated on Secticin V of this testimony, the current market price of a

stock is equal to the present value of all expected future dividends, not future earnings.

Professor Jeremy Siegel from the Wharton School of Finance stated:

26

s Gordon, M. J. Keynote Address at the 30'*' Financial Forum of the Society of Utility and Regulatory Financial
Analysts. May 8, 1998. Transparency 3.
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2

3

4

5

6

7

Note that the price of the stock is always equal to the present value
of allfuture dividends and not the present value of future earnings.
Earnings not paid to investors can have value only if they are paid
as dividends or other cash disbursements at a later date. Valuing
stock as the present discounted value of future earnings is
manifestly wrong and greatly overstates the value of the firm. 17

8

9

10

11

12

In other words, investors pay attention to earnings as long as they are paid as dividends.

Earnings can easily be overstated. If investors do not receive dividends or other cash

disbursement at a later date, then such earnings are meaningless. Accordingly, historical

DPS growth should receive appropriate consideration in the estimation of DPS growth

component of the DCF cost of equity estimation model.

13

14 Q.

15

Does Staff have any comment on data in Mr. Bourassa Schedule D-4.4 which he uses

to calculate a DCF dividend growth rate in his Past and Future DCF method?

16 A. Yes. Schedule D-4.4 presents calculations based on Ive years of historical data. Using

17

18

19

20

only five years of data could result in significant variances in the outcomes due to a single

high or low data point. A larger number of data points, i.e., use of more years, is usually

preferable. Also, five years may be too limited to capture a full business cycle, resulting

in unnecessary skewing of the outcomes.

21

17 Seidel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. P. 93 .
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I

1 Firm-Specyic Risk

2 Q-

3

Does Staff have any comment on Mr. Bourassa's statement that "Arizona water and

wastewater utilities face legal constraints that limit their ability to obtain rate relief

4

5

outside of a general rate case in which the 'fair value' of the utility's property is

determined and used to set rates""18

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

Yes. The unique regulatory environments of the sample companies and LQS are firm

specific risks for which investors cannot expect compensation. None of Mr. Bourassa's

comments demonstrate that Arizona is a less favorable regulatory environment from those

of the sample companies. Every regulatory jurisdiction has its own framework with its

own specific identifiable advantages and disadvantages, however, it is the overall effect

that is relevant. Nothing in Mr. Bourassa's testimony provides this overall perspective.

The fact that investors continue to acquire Arizona utilities and invest capital in Arizona

utilities debunks the notion that the regulatory environment in Arizona places utilities at

some disadvantage. The regulatory framework in Arizona has many attractive attributes

including: use of fair value rate base, ability to seek accounting orders, recognition of

known and measurable changes, wide use of hook-up fees and regulatory responsiveness

to utility industry concerns (e.g., arsenic cost recovery mechanisms and arsenic remedial

surcharge mechanisms).

19

is Direct Testimony of Thomas J. Bourassa, Las Quintal Serenes Water Company, Docket No. W-01583A-09-0589,
page 20 lines 17-20
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1 Q-

2

3

4

What i s Staffs response to Mr. Bourassa's contention that the market data provided

by the sample water utilities does not capture all of the market risk associated with

LQS due to Arizona regulatory requirements' use of historical test years and limited

out of period adjustment recognition?19

5 A.

6

The examples cited by Mr. Bourassa are examples of Finn-specific or unique risks.

Existence of Finn-specific risk does not necessarily indicate that a company has more total

7

8

risk than others, as all companies have firm-specific risks. Moreover, as previously

discussed, the market does not compensate investors for firm-specific risk because it can

9 be eliminated through diversification.

10

11 Q-

12

13

14

Does Staff have a response to Mr. Bourassa's citation that "[i]n Chapter 7 of

Morningstar's Ibbotson SBBI 2009 Valuation Yearbook, for example, Ibbotson

reports that when betas (a measure of market risk) are properly estimated, betas are

larger for smaller companies than for larger companies"20?

15 A.

16

17

Yes. It is generally understood that smaller companies tend to have higher betas than

larger companies due to larger variations in earnings thus making the smaller companies

more risky.

18

19 Direct Testimony of Thomas J. Bourassa, Las Quinoas Serenes Water Company, Docket No. W-01583A-09-0589,
page 21 lines 1-2
to Direct Testimony of Thomas J. Bourassa, Las Quintas Serenes Water Company, Docket No. W-01583A-09-0589,
page 33 lines 9-12
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1 Q-

2

3

4

5 A.

6

7

8

9

10

11

12

13

14

What is Staff's response to Mr. Bourassa's contention that LQS should receive a

higher cost of equity estimate because of its smaller size through a "company specific

risk prernium"21 and to his assertion that LQS is not comparable to the six publicly-

traded water utilities in the sample group due to a difference in size"22

Staff does not agree that LQS should be allowed a small firm risk premium. No generally-

accepted analysis demonstrates that utilities are subject to the same size dependent betas

as the general market. The Commission has previously ruled that firm size does not

warrant recognition of a risk premium. in Decision No. 64282, dated December 28, 2001 ,

for Arizona Water, the Commission stated, "We do not agree with the Company's

proposal to assign a risk premium to Arizona Water based on its size relative to other

publicly traded water utilities...." In Decision No. 64727, dated April 17, 2002, for Black

Mountain Gas, the Commission agreed with Staff that "the 'firm size phenomenon' does

not exist for regulated utilities, and that therefore there is no need to adjust for risk for

small firm size in utility rate regulation."

15

16 XI.  CONCLUSION

17 Q- Please summarize Staff's recommendations.

18 A.

19

Staff recommends that the Commission adopt a capital structure for LQS in this

proceeding composed of 60.0 percent debt and 40.0 percent equity.

20

21

22

23

Staff also recommends that the Commission adopt a 8.5 percent ROR for the Applicant,

based on Staffs cost of equity estimates that range from 9.8 percent to l 1.3 percent for the

sample companies and a 7.1 percent cost of debt.

24

21 Direct Testimony of Thomas J. Bourassa, Las Quintus Serenes Water Company, Docket No. W-01583A-09~0589,
gage 37 lines beginning line 8
21\- Atl* _. L'l"l"\ Y T\_ T f'\-_".._.l.,.... 0____-- \1 T..4A.. Nm¢44 A v T\r.ru'rr+ mm.. \ TT  i n  : o ' a  A n m  n o o n

page 37 lines beginning line 8
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*

1 Q- Does this conclude your Direct Testimony?

2 A. Yes, it does.
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EXECUTIVE SUMMARY
LAS QUINTAS SERENAS WATER COMPANY

DOCKET NO. W-01583A-09-0589

The Surrebuttal Testimony of Staff witness Juan C, Enrique addresses the following issues:

Capital Structure .- Staff continues to recommend that the Commission adopt a hypothetical
capital structure for Las Quintus Serenes Water Company ("Applicant") for this proceeding
consisting of 60.0 percent debt and 40.0 percent equity. The Applicant's actual capital structure
consists of 67.9 percent debt and 32.1 percent equity.

Cost of Equity - Staff recommends that the Commission adopt a 10.4 percent return on equity
("ROE") for the Applicant. Staffs estimated ROE for the Applicant is based on cost of equity
estimates for the sample companies ranging from 9.7 percent for the discounted cash flow
method ("DCF") to l 1.0 percent for the capital asset pricing model ("CAPM").

Cost of Debt - Staff continues to recommend, and now the Company agrees, that the
Commission adopt a 7.1 percent cost of debt. This recognizes debt issuance costs as interest
expense in accordance with the National Association of Regulatory Commissioners Uniform
System of Accounts as opposed to the Applicant's initial proposal to include debt issuance costs
as a component of rate base.

Overall Rate of Return -.
("ROR") of 8.5 percent.

Staff recommends that the Commission adopt an overall rate of return

Response to the Rebuttal Testimony of Applicant's witness Mr. Thomas J. Bourassa - The
Commission should reject the Company's proposals to allow for a firm size adjustment and to
rely heavily on analysts' forecasts for DCF estimates as well as forecasted U.S. Treasury rates
for Historical Market Risk Premium CAPM results.



Surrebuttal Testimony of Juan C. Enrique

Docket No. W-01583A-09~0589
Page l

1 1. INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3 A.

4

5

My name is Juan C. Enrique. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("StafF').

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Are you the same Juan C. Manrique who tiled Direct Testimony in this case?

8 A. Yes, I am.

9

10 Q- What is the purpose of your Surrebuttal Testimony in this rate proceeding?

11 A.

12

13

14

15

The purpose of my Surrebuttal Testimony in this rate proceeding is to report on Staff" s

updated cost of capital analysis with its recommendations regarding Las Quintus Serenes

Water Company's ("LQS" or "Applicant") cost of capital and to respond to the cost of

capital portion of the Rebuttal Testimony of LQS's witness Mr. Thomas J. Bourassa ("Mr.

Bourassa' s Rebuttal") .

16

17 Q- Please explain how Staffs Surrebuttal Testimony for cost of capital is organized.

18 A.

19

20

Staffs Surrebuttal Testimony for cost of capital is presented in four sections. Section I is

this introduction. Section II discusses Staffs updated cost of capital analysis. Section III

presents Staffs comments on Mr. Bourassa's Rebuttal Testimony. Lastly, Section IV

21 presents Staff' s recommendations.

22

23

24 Q~

25

11. COST OF EQUITY AND OVERALL RATE OF RETURN

Did Staff update its analysis concerning the Applicant's cost of equity ("COE") since

it filed its Direct Testimony?

26 A. Yes. Staff updated its analysis to include the most updated data available.
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Surrebuttal Testimony of Juan C. Enrique

Docket No. W~0 l583A-09-0589
Page 2 .

9

1 Q. What is Staff's updated COE?

2 A. Staffs updated COE is 10.4 percent. In Staffs Direct Testimony, the COE was 10.6

3 percent.

4

5 Q- What is Staff recommending for LQS's COE?

6 A.

7

Staff is recommending a COE of 10.4 percent derived from its updated cost of equity

estimates that range from 9.7 percent to 11.0 percent.

8

9 Q. Did Staff update its analysis concerning the Applicant's overall rate of return?

10 A. Yes.

11

12 Q. What is Staff's updated overall rate of return?

13 A. Staffs updated overall rate of return remains 8.5 percent.

14

15 Q- What is Staff recommending for LQS's overall rate of return?

16 A.

17

18

Staff is recommending an overall rate of return of 8.5 percent. Staffs recommendation is

based on a COE of 10.4 percent, a cost of debt of 7.1 percent and a hypothetical capital

structure of 40.0 percent equity and 60.0 percent debt, as shown in Surrebuttal Schedule

19 JCM-1.

20



Surrebuttal Testimony of Juan C. Enrique

Docket No. W-01583A-09-0589
Page 3

1 111. RESPONSE TO THE REBUTTAL TESTIMONY OF THE APPLICANT'S COST OF

2 CAPITAL WITNESS

Mr. Bo urassa 's Rebuttal

4 Q-

5

Does Staff have a response to Mr. Bourassa's argument that Staff erred in its Cost of

Equity analysis by excluding a financial risk adjustment?

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

Yes. Mr, Bourassa claims a historical precedent for the use of a financial risk adjustment

in conjunction with a hypothetical capital structure by the Cornmissionl While it is true

that the Commission approved a hypothetical capital structure along with an upward

financial risk adjustment, Staff does not recommend that outcome in this case. Also, in

the cited cases, Staff did not recommend both a hypothetical capital structure and a

financial risk adjustment. in the Southwest Gas case, Staff witness Stephen Hill

reluctantly accepted the Company's position of a hypothetical capital structure but did not

compute a financial risk adjustment Mr. Hill merely stated a range of values for the cost

of equity and chose a value at the high end of the range. In the Arizona~American case,

Staff witness Pedro Chaves recommended a financial risk adjustment but did not

recommend a hypothetical capital structure In each instance, the Commission adopted

both a hypothetical capital structure and a financial risk adjustment based on the specific

facts and details of those cases, but not due to a Staff recommendation.

19

20 Q.

21

Explain why Staff does not recommend adoption of a financial risk adjustment to

complement its hypothetical capital structure.

22 A. Staff recommends a hypothetical capital structure in this case for essentially the same

23 reason that Staff sometimes recommends a financial risk adjustment

24

i.e., to recognize

that a utility has either higher or lower financial risk than the sample companies. An

,1 Mr. Bourassa's Rebuttal Page 5
,z In the Matter of Southwest Gas Corporation, Docket No. G-01551A-04-0876
3 In the matter of Arizona-American Water Company, Docket No. W-01303A-06-0014
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Page 4

1

2

3

4

5

6

7

8

9

10

11

12

upward financial risk adjustment can also be viewed as providing additional financial

assistance to a utility with excess debt or inadequate equity. Similarly, the hypothetical

capital structure Staff recommends in this case serves to provide additional financial

assistance in recognition of the Company's additional financial risk compared to the

sample companies. Simply put, including an upward financial risk adjustment along with

a hypothetical capital structure that is beneficial to the Company effectively compensates

the Company twice for its risky capital structure in relation to the sample companies.

Such double reward is inappropriate to the Company is this case. Staffs recommendation

of a hypothetical capital structure is already providing the Company with a return on a

larger portion of equity capital than it possesses. By also including an upward financial

risk adjustment, ratepayers would essentially be required to doubly compensate the

Company for its highly-leveraged capital structure.

13

14 Q.

15

16

17

18

19

20

21

How does Staff respond to Mr. Bourassa's assertions that "only one-sixth (or 16.7

percent) of Staff's growth estimate for its constant growth DCF model relies on

historical dividend growth. Furthermore, if one considers the implied growth from

Staffs two-stage DCF model (which is based upon growth in GDP) and recognizes

the fact that Staffs two-stage DCF result is given 50 percent weight in Staff's overall

DCF estimate, historical dividend growth has a weighting of only about one-twelfth

(or 8.35 percent) under the Staff approach - a lower weighting than I provide in my

growth estimate"?

22 A.

23

24

25

Mr. Bourassa's argument fails to address the fact that Staffs methodology uses a

Sustainable Growth model which indirectly serves as a check on dividend growth.

Dividends cannot grow perpetually at a higher rate than earnings. Staff" s Sustainable

Growth model uses historic as well as projected dividend growth rates to arrive at a
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1 balanced discounted cash flow method ("DCF") result. The omission of these methods by

2 Mr. Bourassa unnecessarily exposes his methodology to undesirable upward bias.

3

4 Q-

5

Does any other part of Mr. Bourassa's analysis ignore past financial indicators that

result in an increase of his cost of equity estimate"

6 A.

7

8

9

10

11

12

13

14

15

Yes. Mr. Bourassa's capital asset pricing model ("CAPM") analysis uses a Historical and

Current Market Risk Premium ("MRP")4 to arrive at a cost of equity. However, both his

Historical and Current MRP calculations use a forecasted 30-year U.S. Treasury interest

rate for 2011-2012. Mr. Bourassa's use of forecasted U.S. Treasury rates ignores current

(spot) interest rates, a more accurate indicator of future growth. Use of the forecasted U.S.

Treasury rates result in a significant upward outcome in his CAPM results. For example,

the actual 30-year U.S. Treasury rate was 4.22 percents compared to the 5.5 percent rate

used by Mr. Bourassa as the risk-free rate. As a result, both his Historical and Current

MRP CAPM calculations are 1.28 percent higher. Moreover, the most recently available

30-year U.S. Treasury rate is 3.72 percent,6 a 50 basis point reduction from the 4.22

16 percent. Thus, in contrast to the forecasted interest rates used by Mr. Bourassa, the

17

18

19

20

21

22

empirical evidence shows that interest rates on 30=yer U.S. Treasuries have trended

downward as 2011 approaches. In addition, by using the same high risk-free rate for the

Historical MRP CAPM result as for the Current MRP CAPM, Mr. Bourassa inflates the

final CAPM result unnecessarily. For its Historical MRP CAPM, Staff uses the average

of the spot rates of 5-, 7-, and 10-year U.S. Treasuries which more accurately represents

the holding period of the sample companies.

23

if Mr. Bourassa's Rebuttal Schedules 4.10 and 4. 12
_) May 28, 2010.
6 September 8, 2010.
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Surrebuttal Testimony of Juan C. Enrique

Docket No. W-01583A~09-0589
Page 6

O

1 Q.

2

Mr. Bourassa addresses a list "hf the alleged 'attractive attributes' Mr. Manrique

has identified," then proceeds to argue the merits of each one listed.7 Does Staff have

3 a response to these arguments?

4 A.

5

Yes. Mr. Bourassa chose to cherry-pick certain aspects of other regulatory environments

to dismiss the examples given in Staffs Direct Testimony of attractive attributes of

6 Arizona ratemaking regulation. These arguments ignore the central tenet of Staff" s

7 argument:

\

8

9

10

11

12

13

14

15

The unique regulatory environments of the sample companies and LQS
are from-speeyic risks for which investors cannot expect compensation.
None of Mr. Bourassa 's comments demonstrate that Arizona is a less
favorable regulatory environment from those of the sample companies.
Every regulatory jurisdiction has its own framework with its own specy'ic
identifiable advantages and disadvantages; however, it is the overall e]_%ct
that is relevant. 8

16

17 In other words, regulatory risk is a firm-specific risk whether it is in Arizona or another

18 state. Investors cannot expect to be compensated for firm-specific risks as these can be

19 diversified away.

20

21 Q.

22

23

Does Staff have a response to Mr. Bourassa's assertion that "if analysts' estimates

already consider past growth, then Staff vastly overstates the impact of past growth

rates in its DCF model"9'?

24 A. Yes. Mr. Bourassa makes this assertion as if the only factor investors look at is analysts'

25 Investors do rely on analysts' forecasts as one factor in investment

26

growth rates.

decisions, however, other factors such as historical data also factor into investors'

27 investment decisions.

7 Mr. Bourassa's Rebuttal, pages 18-21
a Enr ique Direct ,  page 41,  l ines 6-1 1

9 Mr. Bourassa's Rebuttal, page 11, lines 11-13



4
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Page 7

1 IV. STAFF RECOMMENDATIONS

2 Q. What are Staffs recommendations for LQS's cost of capital"

3 A. Staff makes the following recommendations for LQS's cost of capital:

4

5 1. Staff recommends a hypothetical capital structure of 60.0 percent debt and 40.0

6

7 2.

8 3.

9 4.

percent equity.

Staff recommends a cost of debt of 7.1 percent.

Staff recommends a cost of equity of 10.4 percent.

Staff recommends an overall rate of return of 8.5 percent.
\

10

11 Q. Does this conclude your testimony?

12 A. Yes, it does.
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EXECUTIVE SUMMARY
LAS QUINTAS SERENAS WATER COMPANY

DOCKET no. W-01583A-09-0589

Las Quintus Serer as Water Company ("Las Quintus" or "Company") is an Arizona
public service corporation engaged in providing water utility services to approximately 1,027
customers within the municipal boundaries of the Town of Sahuarita, Arizona. Las Quintas'
current rates were approved in Decision No. 67455, dated January 4, 2005.

The Company proposes a $203,528, or 41.68 percent revenue increase from $488,270 to
$691 ,799. The proposed revenue increase would produce an operating income of $190,491 for a
9.03 percent rate of return on an original cost rate base ("OCRB") of $2,109,539 The
Company's proposed rates would increase the typical residential 5/8 x 3/4 inch meter bill having
a median usage of 8,500 gallons from $30.35 to $38.40, for an increase of $8.06 or 26.54
percent.

Staff recommends a $160,064 or 32.78 percent revenue increase from $488,270 to
$648,334. Staff" s recommended revenue increase would produce an operating income of
$162,490 for an 8.50 percent rate of return on an OCRB of $1,911,646. Staffs recommended
rates would increase the typical residential 5/8 x 3/4 inch meter bill having a median usage of
8,500 gallons from $30.35 to $33.85, for an increase of $3.51 or 11.55 percent, as shown on
Schedule CSB-19.
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3 A.

4

5

My name is Crystal S. Brown..I am a Public Utilities Analyst V employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff").

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q.

8 A.

Briefly describe your responsibilities as a Public Utilities Analyst V.

I am responsible for the examination and verif ication of f inancial and statistical

9

10

information included in utility rate applications. In addition, I develop revenue

requirements, prepare written reports, testimonies, and schedules that include Staff

11 recommendations to the Commission. I am also responsible for testifying at formal

12 hearings on these matters.

13 \

14 Q- Please describe your educational background and professional experience.

15 A.

16

I received a Bachelor of Science Degree in Business Administration from the University

of Arizona and a Bachelor of Science Degree in Accounting from Arizona State

17 University.

18

19

20

21

Since joining the Commission in August 1996, I have participated in numerous rate cases

and other regulatory proceedings involving electric, gas, water, and wastewater utilities. I

have testified on matters involving regulatory accounting and auditing. Additionally, I

22 have attended utility-related seminars sponsored by the National Association of

23

24

Regulatory Utility Commissioners ("NARUC") on ratemaking and accounting designed to

provide continuing and updated education in these areas.

25
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1 Q-

2 A.

3

4

5

6

What is the scope of your testimony in this case?

I am presenting Staffs analysis and recommendations in the areas of rate base and

operating revenues, expenses, and rate design regarding the Las Quintas Serenes Water

Company, Inc.'s ("Las Quintus" or "Company") application for a permanent rate increase.

Staff witness Juan Manrique is presenting Staffs cost of capital recommendations. Staff

witness Marlin Scott, Jr. is presenting Staffs engineering analysis and recommendations.

7

8 Q- What is the basis of your recommendations?

9 A.

10

11

I performed a regulatory audit of the Company's application to determine whether

sufficient, relevant, and reliable evidence exists to support the Company's requested rate

and testing the financialincrease.

12

The regulatory audit consisted of examining

information, accounting records, and other supporting documentation and verifying that

13

14

the accounting principles applied were in accordance with the Commission-adopted

NARUC Uniform System of Accounts ("USOA").

15

16 BACKGROUND

17 Q- Please provide a brief description of Las Quintus and the service it provides.

18 A.

19

Las Quintas is an Arizona public service corporation, serving approximately 1,027

customers within the municipal boundaries of the Town of Sahuarita, Arizona. Las

20 Quintus' current rates were approved in Decision No. 67455, dated January 4, 2005 .

21

22 Q- What are the primary reasons for Las Quintus' requested permanent rate increase?

23 A. According to Las Quintus, the primary reason is to cam an adequate rate of return.

24
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1

2

CONSUMER SERVICE

Q- Please provide a brief history of customer complaints received by the Commission

regarding Las Quintas.3

4 A. Staff reviewed the Commission's records and found no complaints and one opinion

opposed to the rate increase as of July 9, 2010.

COMPLIANCE

Q. Please provide a summary of the compliance status of Las Quintus.

5

6

7

8

9

10

A. A check of the Compliance database indicates that there are currently no delinquencies for

Las Quintus.

11

12

13

14

15

16

SUMMARY OF PROPOSED REVENUES

Q. Please summarize the Company's filing.

17

18

19

20

21

A. The Company proposes a $203,528, or 41.68 percent revenue increase from $488=270 to

$691,799. The proposed revenue increase would produce an operating income of

$190,491 for a 9.03 percent rate of return on an original cost rate base ("OCRB") of

$2,109,539 The Company's proposed rates would increase the typical residential 5/8 x

3/4 inch meter bill having a median usage of 8,500 gallons from $30.35 to $38.40, for an

increase of $8.06 or 26.54 percent.

Q- Please summarize Staff's recommended revenue.

22 A.

23

24

25

26

27

Staff recommends a $160,064 or 32.78 percent revenue increase from $488,270 to

$648,334. Staffs recommended revenue increase would produce an operating income of

$162,490 for an 8.50 percent rate of return .on an OCRB of $l,9l 1,646. Staffs

recommended rates would increase the typical residential 5/8 x 3/4 inch meter bill having

a median usage of 8,500 gallons from $30.35 to $33.85, for an increase of $3.51 or 11.55

percent, as shown on Schedule CsB-l9.
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1 Q- What test year did Las Quintas utilize in this filing?

2 A. Las Quintus' rate tiling is based on the twelve months ended June 30, 2009 ("test year").

3

4 Q- Please summarize Staff 's rate base and operating income adjustments for Las

5 Quintus .

6 A. My testimony discusses the following adjustments :

7

8

9

Rate Base Adjustments:

Plant Retirement This adjustment decreases plant in service by $7,488 to reflect plant

10 that was taken out of service.

11

12

13

Debt Issuance Costs .- This adjustment decreases plant in service bY $185,625 to reflect

debt issuance costs that the Company had incorrectly included in water treatment plant.

14

15

16

Not Used and Useful - This adjustment decreases plant in service by $41,000 to remove

plant that is not used and useful.

17

18

19

20

21

Accumulated Depreciation - This adjustment decreases accumulated depreciation by

$75,002 to reflect Staffs calculation of accumulated depreciation based on Staff's

adjustments to plant and to reflect six months rather than nine months of depreciation

expense in 2009.

22

23 This adjustment decreases rate base by $7,475 to reflect test year-

24

Customer Deposits

end customer deposits .

25
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1 Accumulated Deferred Income Taxes ("ADITs") .- This adjustment decreases rate base by

$31 ,307 to reflect Staff s calculation of the ADIT.2

3

4 Operating Income Adjustments:

Water Testing - This adjustment decreases operating expenses by $3,161 to reflect Staffs

recommended annual water testing costs.

5

6

7

8

9

10

11

12

Rate Case Expense - This adjustment decreases operating expenses by $6,667 to reflect

Staffs recommended normalized rate case expense.

13

14

Depreciation Expense - This adjustment increases operating expenses by $6,714 to reflect

Staffs calculation of depreciation expense based upon Staffs recommended plant

balances.

Property Tax Expense - This adjustment decreases operating expense by $3,249 to reflect

Staff" s calculation of the Company's property tax expense.

15

16

17

18

19

20

21

Income Tax Expense - This adjustment increases operating expenses by $10,030 to reflect

the income tax obligation on Staff s adjusted test year taxable income.

RATE BASE

22 Fair Value Rafe Base

23 Q. Did the Company prepare schedules showing the elements of Reconstruction Cost

24

25

26

A.

New Rate Base?

No, the Company did not. Las Quintus requested that its OCRB be treated as its fair value

rate base.
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1

2

Rate Base Summary

Q. Please summarize Staffs adjustments to Las Quintas' rate base shown on Schedules

CSB-3 and CSB-4.3

4 A.

5

6

Staffs adjustments to Las Quintas' rate base resulted in a net decrease of $197,893, from

$2,109,539 to $l,911,646. This decrease was primarily due to Staff removing $185,625 in

debt issuance costs.

Rate Base Adjustment No. I ...- Plant Retirement

7

8

9

10

11

Q. D i d  L a s  Q u i n t a s '  p l a n t  b a l a n c e  r e f l e c t  a l l  r e t i r e m e n t s  r e l a t e d  t o  i t s  p u m p i n g

equipment?

A .

12

13

14

No, it did not. The Company indicated in response to Staff data request CSB 2.7 that it

replaced a bowl assembly for a pump in 2008 at a cost of $10,282. The Company assumes

that the pump was installed in1998 .

Q- What is the amount of retirement?

A. The Company estimates the cost to be $7,488.

Q- What is Staff recommending?

15

16

17

18

19

20

A. Staff recommends decreasing plant in service by $7,488 as shown on Schedules CSB-4

and CSB-5.

21

22 Rate Base Ac#ustment No, 2 - Debt Issuance Costs

23

24

Q- What are debt issuance costs?

A.

25

In general, debt issuance costs, are underwriting, legal, and administrative fees associated

with issuing debt.

26
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1

2

Q. Did Las Quintas include debt issuance costs in Account No. 320.1, Water Treatment

Plant balance?

3 A.

4

Yes. The Company included $185,625 in debt issuance costs in Account No. 321, water

treatment plant.

Q. Does Las Quintus agree that the debt issuance costs should be removed from plant?

A. Yes. In response to Staff data request CSB 2.9, the Company indicated that the amount

should be removed.

Q. What is Staff recommending?

5

6

7

8

9

10

11

12

A. Staff recommends decreasing plant in service by $185,625 as shown on Schedules CSB-4

and CSB-6.

13

14 Rate Base Aayustment No. 3 - Not Used and Useful Plant

Q.

A. Yes, Staff identified $41,000 in plant that was not used and useful as shown on Schedules

CSB-4 and CSB-7.

Did the Company include in rate base plant that was not used and useful?

Q- What was the basis of Staff's determination?

15

16

17

18

19

20

21

A. Marlin Scott, Jr., Staffs Engineer, inspected the entire system and identified certain

individual plant items that were not serving customers during the test year.

22

23 Q. What is Staff recommending?

24 A.

25

Staff recommends decreasing plant in service by $41,000 to remove all plant from rate

base that was not used and useful as shown on Schedules CSB-4 and CSB-7.

26
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1 Rate Base AaHustment No. 4 .- Accumulated Depreciation

2 Q- What adjustments did Staff make to accumulated depreciation?

3 A.

4

5

Staff adjusted accumulated deprecation to reflect the Staff-recommended plant balances

adjusted to remove an unrecorded plant retirement, not used and useful plant, and to

reflect six months rather than nine months of depreciation expense in 2009.

6

7 Q- What is Staff recommending?

8 A.

9

Staff recommends decreasing accumulated depreciation by $75,002 as shown on

Schedules CSB-4, and CSB-8.

10

11 Rate Base Adjustment No. 5 - Customer Deposits

12 Q- Is Las Quintus proposing to include customer deposits in the rate base calculation?

13 A. No, it is not.

14

15 Q~ Are customer deposits normally treated as a reduction to rate base?

16 A. Yes. Customer deposits are a reduction in the calculation of rate base.

17

18 Q. Why are customer deposits normally a reduction to rate base?

19 A. Customer deposits are a reduction to rate base in order to recognize customer-provided

20 capital.

21

22 Q» What was the Company's customer deposit balance at the end of the test year?

23 A. The Company's customer deposit balance was $7,475 at the end of the test year.

24
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1

2

Q. What is Staff recommending?

A. Staff recommends decreasing rate base by $7,475 to reflect the test year-end customer

deposit balance in rate base as shown on Schedules CSB-4 and CSB-9.3

4

5

6

Rate Base Adjustment No. 6 - Accumulated Deferred Income Tax ("ADIT")

Q. What are ADITs?

7 A. ADITs are the accumulated temporary tax differences between income taxes calculated for

rate-maldng purposes and the actual income taxes that a company pays to the United

States Treasury and the State of Arizona.

Q. Did the Company propose an ADIT in its Direct Testimony?

8

9

10

11

12 A. No, it did not. In response to Staff data request CSB 2.9, the .Company indicated that it

had not finalized its 2009 tax returns when the application was prepared and thus did not

include any deferred income taxes in rate base.

Q. Did the Company calculate an ADIT in response to a Staff data request?

A. Yes. In response to Staff data request CSB 2.9, the Company calculated an ADIT asset of

$154,268.

Q. Did Staff make any adjustments to the Company's ADIT calculation?

13

14

15

16

17

18

19

20

21

22

A. Yes. Staff added back $185,625 to the book value of assets because the Company had

inadvertently removed the amount twice. Staff also removed the net operating loss

("NOL") carry forward as it represents a one-sided transaction.23

24
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e

1 Q. Did Staf f  prepare a schedule showing the Company's calculat ion and Staf f 's

2 adjustments?

3 A. Yes. The Company's calculation and Staffs adjustments are shown on Schedule CsB-l0.

4

5

6

Q- What does Staff recommend?

A. Staff recommends an ADIT liability of $31,307 as shown on Schedules CSB-4 and CSB-

10.

OPERATING INCOME r

Operating Income Summary

Q. What are the results of Staff's analysis of test year revenues, expenses and operating

income?

7

8

9

10

11

12

13

14

A. As shown on Schedules CaB-ll and CSB-12 Staff 's analysis resulted in test year

revenues of $488,270, expenses of $444,387 and operating income of $43,883.

15

16

17

18

Operating Income Ac§ustment No. I - Water Testing Expense

Q.

A. The Company proposed $7,408 for water testing expense.

What did the Company propose for water testing expense?

19

20 Q. What adjustment did Staff make?

A. Staff adjusted annual water testing costs to reflect Staffs recommended amount as

discussed in greater detail by Staff witness Marlin Scott, Jr.

21

22

23

24

25

Q. What is Staff recommending?

A.

26

Staff recommends decreasing water testing expense by $3>161 as shown on Schedules

CSB-12 and CSB-13.
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1

2

Operating Income Aa.Hustment No. 2 - Rate Case Expense

Q.

A. The Company proposes annual rate case expense of $26,667.

What annual amount of rate case expense did the Company propose?

3

4

5 Q. How did the Company calculate the amount?

6 A. The Company divided the total estimated rate case expense of $80,000 by three years.

7

Q. Is the three-year period reasonable?

A. No, it is not.

8

9

10

11

12

Q- For the Company's three most recent rate cases, please discuss the number of years

between each tiling.

13 A.

14

The earliest of the three most recent rate cases was filed in 1985 (Decision No. 54760,

dated November 13, 1985). Approximately 19 years later the Company filed a rate case in

2004 (Decision No. 67455, dated January 4, 2005). Approximately four years later, the

Company filed the instant rate case on December 3, 2009.

Q. What number of years did Staff use to normalize rate case expense?

15

16

17

18

19

20

21

A. Staff usually normalizes rate case expense over a 3 to 5 year period. Since there was

approximately 19 years between the Company's first and the second rate cases and

approximately four years between the second and the third rate cases, Staff determined

that for this rate case four years would be reasonable.22

23

24 Q- What is Staff's recommendation?

25

26

A. Staff recommends decreasing rate case expense by $6,667 as shown on Schedules CSB-12

and CSB-14.
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1 Operating Income Acnusfment No. 3 .- Depreciation Expense

2 Q. What is Las Quintus proposing for depreciation expense?

3 A. Las Quintus is proposing depreciation expense of $1 1'7,586.

4

5 Q- What adjustment did Staff make to depreciation expense?

6 A.

7

Staff adjusted depreciation expense to reflect application of the Staff recommended

depreciation rates to the Staff recommended plant balances.

8

9 Q- What is Staff recommending?

10 A. Staff recommends increasing depreciation expense by $6,714 as shown on Schedules

11 CSB-12 and CSB-15.

12

13 Operating Income Adjustment No. 4 -- Property Taxes

14 Q. What is Las Quintus proposing for property taxes?

15

16

17

18

19

20

21

22

23

24

25

A. Las Quintal is proposing $26,078 for property taxes. The Company's proposed property

tax expense is calculated on the modified Arizona Department of Revenue ("ADOR")

methodology typically adopted by the Commission for water and wastewater utilities. The

results from using this methodology are primarily dependent upon the test year and

proposed revenues. In other words, each revenue requirement has its own property tax

expense in the same manner as each operating income has its own income tax expenses.

Although the results for this methodology are frequently referred to as Test Year amounts,

in fact, the results are representative of the average expected property tax over a

subsequent three-year period based partially on proposed revenues. The Company's

calculation of proposed property taxes is representative only of the Company's proposed

revenues. Therefore, if the Commission were to adopt any revenue requirement other than
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Direct Testimony of Crystal S. Brown
Docket No. W-01583A-09-0589
Page 13

1

2

that proposed by the Company, the Company's proposed property tax would not

correspond with the adopted revenues .

3

4 Q- Has Staff  developed a solution to address the dependent relationship between

5 property tax expense and revenues?

6 A.

7

8

9

10

11

12

Yes. Staff has included a factor for property taxes in the gross revenue conversion factor

'("GRCF") (see Schedule CSB-2) that automatically adjusts the revenue requirement for

changes in revenue in the same way that income taxes are adjusted for changes in

operating income. This flexible method will accurately reflect property tax expense at any

authorized revenue level. This refinement removes the need to include proposed revenues

in the calculation of test year property tax expense and allows for accurate calculation of

property tax expense at the test year revenue level.

13

14 Q. What amount did Staff calculate for property tax expense?

15 A.

16

Staff calculated $22>829 for Test Year Property Tax Expense, as shown in Schedule CSB-

16.1

17

18 Q- What is Staff recommending?

19 A.

20

21

Staff recommends decreasing property tax expense by $3,249 as shown on Schedules

CSB-12 and CSB-16. Staff further recommends adoption of its GRCF that includes a

factor for property tax expense, as shown in Schedule CSB-2.

22

23 Operating Income Ac#usfmenz' No. 5 - Income Taxes

24 Q . What is Las Quintas proposing for test year income tax expense?

25 A . Las Quintus is proposing a negative $23,603 for income taxes.

1 Schedule CSB-16 also shows calculations for property tax expense of $25,384 for Staffs recommended revenue.
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Direct Testimony of Crystal S. Brown
Docket No. W-01583A-09_0589
Page 14

1.4

r

1 Q- Did Staff make any adjustments to test year income tax expense?

2 A.

3

Yes. Staffs adjustment reflects Staff' s calculation of the income tax expense based upon

Staffs adjusted test year taxable income.

4

5 Q- What is Staffs recommendation?

6 A. Staff recommends increasing income tax expense by $10,030 as shown on Schedules

7 CSB-12 and CSB-17.

8

9 R.ATE DESIGN

10 Q-

11

Has Staff prepared a schedule summarizing the present, Company proposed, and

Staff recommended rates and service charges?

12 A.

13

Yes. Schedule CSB-18 provides a summary of the Company's present, Company's

proposed, and Staffs recommended rates.

14

15 Q- Please summarize the present rate design.

16 A.

17

18

Customer class is distinguished by meter size. The monthly minimum charges vary by

meter size and include no gallons. The commodity rates are based on an inverted tier rate

design that includes three tiers for residential and two for all other meter sizes as shown on

CSB-18.19

20

21 Q- Please summarize the Company's proposed rate design.

22 A.

23

24

25

Customer class is distinguished by meter size. The monthly minimum charges vary by

meter size and include no gallons. The commodity rates are based on an inverted tier rate

design that includes three tiers for residential and two for all other meter sizes as shown on

CSB-18. The Company's proposed rates would increase the typical residential bill from
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Direct Testimony of Crystal S. Brown
Docket No. W-01583A-09-0589
Page 15

1

2

$30.35 to $38.40 for an increase of $8.06, or 26.54 percent, as shown on Schedule CSB-

19.

3

4 Q. Please summarize Staffs recommended rate design.

5 A.

6

7

Customer class is distinguished by meter size. The monthly minimum charges vary by

meter size and include no gallons. The commodity rates are based on an inverted tier rate

design that includes three tiers for residential and two for all other meter sizes. Staffs

8

9

recommended rates would increase the typical residential bill with a median usage of

8,500 gallons from $30.35 to $33.85, for an increase of $3.51 or 11.55 percent, as shown

on Schedule CSB-19.10

11

12 Q. Did Staf f  recommend any changes to the Company's Meter and Service Line

13

14 A.

15

Charges?

Yes. Staff-recommended changes are shown on Schedule CsB-l8, page 4 and are

discussed in greater detail in the testimony of Staff witness, Marlin Scott, Jr.

16

17 Other Service Charges

18 Q-

19 A.

20

Did the Company propose any changes to its service charges?

Yes. The Company proposes to add a deferred payment charge of 1.5 percent per month.

Additionally, the Company proposes to add an after-hours service charge at cost.

21

22 Does Staff agree with the proposed changes?

23

Q-

A. Yes.

24
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Direct Testimony of Crystal S. Brown
Docket No. W-01583A-09-0589
Page 16

<f
1

a

1 Arsenic Surcharge

2 Q- Did the Company propose any changes to its arsenic surcharge?

3 A. Yes. The Company proposes that the arsenic surcharge be eliminated.

4

5 Q-

A.

Does Staff agree?

6 Yes.

7

8

The cost of the arsenic treatment plant has been included in rate base and

accordingly in Staffs recommended revenue requirement which will be recovered through

Staffs recommended rates. Therefore, the arsenic surcharge should be eliminated.

9

10 Arsenic Impact Hook-Up Fee

11 Q- Did the Company propose any changes to its arsenic impact hook-up fee ("Arsenic

12

13 A.

HUF")?

Yes, the Company proposes that it be discontinued.

14

15 Q. Does Staff agree?

16 A.

17

No, as discussed in greater detail by Staff witness, Marlin Scott, Jr., Staff recommends

that the Arsenic HUF remain in effect.

18

19 Oise Facilities Hook- Up Fee

20 Q. Did the Company propose any changes to its off-site facilities hook-up fee ("HUF")?

21 A.

22
a

23

Yes. The Company culTently has an off-site hook-up fee of $250 for all meter sizes. The

Company proposes an off-site facilities hook-up fee of $1,135 for 5/8 x 3/4-inch meter

customers with higher charges for larger meters as shown on Schedule CSB-l8, page 5.

24
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1 What does Staff recommend?

2

Q.

A. Staff recommends no change to the current fee of $250 for all meter sizes as discussed in

3 greater detail by Staff witness Marlin Scott, Ir.

4

5 Q- Does this conclude Staffs Direct Testimony?

6 A. Yes, it does.
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Las Quintus Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30. 2009

Schedule CSB-1

REVENUE REQUIREMENT

LINE
NO, DESCRIPTION

[A]
COMPANY
ORIGINAL

COST

[B]
STAFF

ORIGINAL
COST

$ 2,109,539 $ 1,911,646

$ 47,550 $ 43,883

1 Adjusted Rate Base

2 Adjusted Operating Income (Loss)

3 Current Rate of Return (L2 / LI ) 2.25% 2.30%

4 Required Rate of Return 9.03% 8. 50%

5 Required Operating Income (L4 * LI ) $ 190,491 $ 162,490

$ 142,942 $ 118,6076 Operating Income Deficiency (L5 - L2)

7 Gross Revenue Conversion Factor 1 .42390 1.34953

8 Increase (Decrease) !n Gross Revenue (L7 * LaT $ 203,528 $ 160,064

9 Adjusted Test Year Revenue $ 488,270 $ 488,270

10 Proposed Annual Revenue (L8 + LE) $ 691,799 $ 648,334

11 Required Increase/(Decrease in Revenue) (%) (L8/L9) 41 .68% 32.78%

The Company's increase in gross revenue does not
equal line 7 x line 6

References:
Column [A]: Company Schedules A-1, C-1, C-3, 81 D-1
Column [B]: Staff Schedules CSB-2, CSB-3, & CSB-1 1
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Las Quinoas Serer as Water Company
Docket No. W~01583A-09-0589
Test Year Ended June 30, 2009

Schedule CSB-2

GROSS REVENUE CONVERSION FACTOR

(A) (B) (C) (D)LINE
NO. DESCRIPTION

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Faction
Revenue
Uncollectible Factor (Line 11)
Revenues (L1 - LE)
Combined Federal and State Income Tax and Property Tax Rate (Line 23)
Subtotal (LE - LE)
Revenue Conversion Factor (L1 ILA)

100.0000%
0.0000%

100.0000%
25.9002%
74.0998%
1.349531

7
8
9
10
11

Calculation of Uncollectfible Factor
Unity
Combined Federal and Slate Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - Ls )
Uncollectible Rate
Uncollectible Fodor (LE ' L10 )

100.D000%
24.6979%
75.3021%

0.000D%
0.0000%

100.0000%
6.9680%

93.032D%
19.0579%
17.7299%

Calculation of Effective Tax Rate:
12 Operating Income Before Taxes (Arizona Taxable Income)
13 Arizona State Income Tax Rate
14 Federal Taxable Income (L12 - L13)
15 Applicable Federal Income Tax Rate (Line 53)
16 Effeclive Federal Income Tax Rate (L14 x L15)
17 Combined Federal and State Income Tax Rate (L13 +L16) 24.6979%

100.000D%
24.6979%
75.3021%
1.5965%

1_2022%

Calculation of Effective PronertvTax Factor
18 Unity
19 Combined Federal and State Income Tax Rate (L17)
20 One Minus Combined Income Tax Rate (LI B-L19)
21 Property Tax Factor
22 Effective Property Tax Factor (L20'L21)
23 Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 25.9002%

$ 162.490
43.8B3

24 Required Operating Income (Schedule CSB-1, Line 5)
25 Adjus1edTest Year Operating Income (Loss)
25 Required Increase in Operating Income (L24 - L25) $ 11B.607

$ 25,327
(13,574)

27 Income Taxes on Recommended Revenue (Col. [E], L52)
28 \come Taxes on Test Year Revenue (Col. [B], L52)
29 Required increase in Revenue to Provide for Income Taxes (L27 - Lea) 38.901

$ 648.334
0.0000%

30 Recommended Revenue Requirement (Schedule CSB-1, Line 10)
31 Uncollectib\e Rate (Line 10)
32 Uncolllectible Expense on Recommended Revenue (L30"L31)
33 Adjusted Test Year Unco!lec\ible Expense
34 Required Increase in Revenue Io Provide for Urrcolleetible Exp. (L32-L33)

$
s

$ 25.384
22.829

35 Property Tax with Recommended Revenue (CSB-15, Col B, L19)
36 Properly Tax on Test Year Revenue
37 Increase in Property Tax Due to Increase in Revenue (L35-L36)
CB Total Required Increase in Revenue (L26 + L29 + L34 + L37) $

2.555
160,064 _

Test
Year

39
40
41
42
43
44
45
46
47
48
49
50
51
52

488,270
457.961

91 ,759
(61 ,450)
6.9680%

(4,2B2l
(57,168)

(7,500)
(1792>

$
$

160,064
2.555

Staff
Recommended

$ 648,334
s 460,517
$ 91 ,759
$ 96,058

G.96B0%
e,e93

89,365
7.500
6.250
4.884

Calculation of Income Tax:
Revenue (Schedule CSB-11, Col. [C], Line 5 & Sch. CSB-1, Col. [D] Line 1 $
Operating Expenses Excluding Income Taxes $
Synchronized Interest (L56) $
Arizona Taxable income (L39 - L40 - L41) $
Arizona Stale Income Tax Rate
Arizona Income Tax (L42 x L43)
Federal Taxable Income (L42 - L44)
Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
Federal Tax on Second income Bracket ($51,001 - $75,000) @25%
Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34%
Federal Tax on Fourth Income Bracket ($10D,001 - $335,00D) @39%
Federal Tax on Fifth Income Bracket ($335,001 - $10,000,000> @ 34%
Total Federal Income Tax
Combined Federal and State income Tax (L44 + L51)

$
$
$
s
$
$
$
$
$

(9,292)
(13,574)

$
$
$
$
$
$
$
$
$

18,634
25,327

53 Applicable Federal Income Tax Rate [CoI. [C], L51 - Col. [A]_ L51] / [CoI. [C], L45 - Col, [A}, L45] 19.0579%

$ 1.911.646
4.B000%

91.759

Calculation of InterestSynchronization:
54 Rate Base (Schedule CSB-3, Col. (C), Line 14
55 Weighted Average Cost of Debt
56 Synchronized Interest (L45 X L46) $
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Las Quintus Serenes Water Company
Docket No. W-01583A-09~0589
Test Year Ended June 30, 2009

Schedule CSB-3

RATE BASE . ORIGINAL COST

(B) (C)
STAFF

AS
ADJUSTED

LINE
no.

(A)
COMPANY

As
FILED

STAFF ADJ
ADJUSTMENTS no.

$ $1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

3,828,585
(1 ,077,428)
2,751,157 $

(234,113)1, 2, 3 s
75,002 4

(159,111) $

3,594,472
(1,002,426)
2,592,046

LESS!

4 Advances in Aid of Construction (AIAC) $ 372,323 $ $ 372,323

5 Service Line and Meter Advances (Meter Deposits) $ 19,641 $ $ 19,641

$ $ $6
7
8

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC $

333,555
(83,901)
249,654 $ S

333,555
(83,901)
249,654

9 Total Advances and Contributions $ 641,618 $ $ 641,618

$ $ 7,475 5 $ 7.47510 Customer Deposits

11 Accumulated Deferred Income Taxes SS $ 31,307 6 $ 31,307

ADD;

12
13

Working Capital $
$

$
$

$
$

14 Total Rate Base $ 2,109,539 $ (197,893) $ 1,911,646

References:
Column [A], Company Schedule B-1, Page 1
Column [B]: Schedule CSB-4
Column [C]; Column [A] + Column [B]
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LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

| llulll lm ll\l ll

Las Quintus Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30. 2009

Schedule CSB-5

RATE BASE ADJUSTMENT no. 1 _ PLANT RETIREMENT

[A] [B] [C]

1 Pumping Equipment $ 151.338 $ (7,488) $ 143,850

References:
Column [A]:
Column [B]:
Column [C]:

Company Schedule B-2
Testimony, CSB, Company's Response to Data Request CSB 2.7
Column [A] + Column [B]



LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

11
I

Las Quintal Serenes Water Company
Docket No. W-01583A-09-0_89
Test Year Ended June 30, 2009

Schedule CSB-6

RATE BASE ADJUSTMENT no. 2 - DEBT ISSUANCE COSTS

rAn [B] [C]

$ $ 1,977,0691

2

3

Water Treatment Plant
Debt Issuance Costs
Total Water Treatment Plant $

1,977,069
185,625

2,162,694 S

- $
(185,625)
(185,625) $ 1,977,069

References:
Column [A]:
Column [B]:
Column [C]:

Company Schedule B-2
Testimony, CSB, Data Request Response CSB 2.9
Column [A] + Column [B]



LINE
NO. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

\>
l f

Las Quintas Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Schedule CSB-7

RATE BASE ADJUSTMENT no. 3 - NOT USED AND USEFUL PLANT

[AI [B]

1 Transmission and Distribution Mains $ 924.616 s (41,000) $

[C]

883,616

References:
Column [A]: Company Schedule B-2
Column [B]: Testimony, CSB
Column [C]: Column [A] + Column [B]



LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

4

¢

Las Quintal Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Schedule CSB-8
Page 1 of 7

RATE BASE ADJUSTMENT no. 4 - ACCUMULATED DEPRECIATION

IA] [B] [C]

1 Accumulated Depreciation $ 1,077,428 s (75,002) $1 ,002,426

Column [A]: Company Schedule B-2
Column [B]: Testimony, CSB
Column [C]: Column [A] + Column [B], Schedule CSB-8, Page 7
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LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

(

Las Quirmtas Serenes Water Company
Docket No. w-01 583A-09-0589
Test Year Ended June 30, 2009

Schedule CSB-9

RATE BASE ADJUSTMENT no. 5 - CUSTOMER DEPOSITS

rAn rB [C]

1 Customer Deposits $ $ 7,475 s 7,475

References:
Column A: Company Schedule B-2
Column B: Testimony, CSB, Data Request Response CSB 2.11
Column C: Column [A] + Column [B]



LINE
no. DESCRIPTION

PER
COMPANY ADJUSTMENT

PER
STAFF

ll

I I

Q

Las Quintus Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Schedule csB-10

RATE BASE ADJUSTMENT no. 6 - ACCUMULATED DEFERRED INCOME TAXES

[A] [B] [C]

$

$

1,674,957 $
1,872,065
(197,108) $
24.5180%

- $
185,625

(185,625) $
24.52%

(45,512)

Federal Taxes
Tax Value of Fixed Assets
Less: Book Value Fixed Asset Value (From Line 22)

Subtotal
Multiplied by federal tax rate
Noncurrent Future Tax AssetJ(Liability) (48,327)

1,674,957
2,057,690
(382,733)
24.5180%

(93,838)

$ $

$

2,450,374
1,872,065

578,309
6.9681 %

$

State Taxes
Tax Value of Fixed Assets
Less: Book Value Fixed Asset Value (From Line 22)

Subtotal
Multiplied by state tax rate
Noncurrent Future Tax Asset/(Liability) 40,297

- $
185,625
(185,625) $
6.9681%
(12,935)

2,450,374
2,057,690

392,684
6.9681 %
27,363

AIAC
$ $ $Tax Value of AIAC

Less: Book Value of AIAC
1 $ $ $

30.0%

(372,323)
372,323

30.0%
111,697

31.4861% 3t.4861°/o

(372.323)
372,323

30.0%
111.697

31.4861%

Multiplied by Probability of Realization of Future Benefit
Subtotal

Multiplied by combined federal and state tax rate
Noncurrent Future Tax Assetl(Liability) s 35,169 $ - s 35,169

$ $

$

(518,518)
518,518

24.5178%
$

24.5178%

Operating Loss Carry Forward
Tax Value of Fixed Assets
Less: Book Value Fixed Asset Value (From Line 22)

Subtotal
Multiplied by state tax rate
Noncurrent Future Tax Assetl(Liability) s 127,129 $

- $
518,518
(518,518) $
24.5178%
(127,129) s

$ 154,268 $ (31,307)

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

Net Asset/(Liability)
ADIT Per Company's Direct Testimony
Staff's Adjustment

(185,575) $

$
$ (31,307)

References:
Column A: Company Response to Data Request Response CSB 2.9
Column B: Testimony, CSB, Company Data Request Responses CSB 2.9
Column C: Column [A] + Column [B]
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Las Quinoas Serenes Water Company
Docket No. W-01583A~09-0589
Test Year Ended June 30, 2009

Schedule CSB-1 1

OPERATING INCOME . TEST YEAR AND STAFF RECOMMENDED

[Al [B] [C]
STAFF

TEST YEAR
AS

ADJUSTED

[0] [EI

LINE
no. DESCRIPTION

COMPANY
TEST YEAR

As FILED

STAFF
TEST YEAR ADJ

ADJUSTMENTS NO.

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 481 ,492 $ $ 481,492 $ 160.064 $ 641,556
REVENUES.-

Metered Water Sales
Water Sales - Unmetered
Other Operating Revenues

Total Revenues $
6,778

488,270 $ $
6,778

488,270 5 160,064 $
6,778

648,334

EXPENSES'
$ 150,775 $ $ 150,775 $ $ 150,775

74,502
4,217

765
21 ,840

74,502
4,217

765
21,840

74,502
4,217

765
21,840

6,568
7,408 (3,161) 1

6,568
4,247

6,568
4,247

11,874
7,012
2,825

11v874
7,012
2.825

11,874
7,012
2,825

\

(6,667) 226,667
6,177

31
1 17,586 6.714 3

20,000
6,177

31
124,300

20,000
6,177

31
124,300

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Services- Legal
Outside Sewices- Other
Water Testing
Equipment Rental
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp.
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
income Taxes

26,078
(23,603)

(3,249)
10,030

4
5

22,829
(13,574)

2,555
38,901

25,384
25,327

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

31

32

33

34

Total Operating Expenses $ 440,721 $ 3.667 $ 444,387 $ 41,457 s 485,844

Operating Income (Loss) $ 47,550 s (3,667) $ 43,883 s 118,607 $ 162,490

References:
Column (A): Company Schedule C-1, Page 2
Column (B): Schedule CSB-12
Column (C): Column (A) + Column (B)
Column (D): Schedules CSB-1 and CSB-2
Column (E): Column (C) + Column (D)
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LINE
no. Description

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

Ill | l luluul

w

* +

b

Las Quintal Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Schedule csB-13

OPERATING INCOME ADJUSTMENT no. 1 - WATER TESTING EXPENSE

[A] IB] [C]

1 Water Testing Expense $ 7,408 $ (3,161) $ 4,247

References:
Column A: Company Schedule C-t
Column B: Testimony, CSB
Column C: Column [A] + Column [B]



LINE
no. Description

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED
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Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Schedule CSB-14

OPERATING INCOME ADJUSTMENT no. 2 - RATE CASE EXPENSE

[A] [B] [C]

1 Rate Case Expense $ 26,667 $ (6,667) $ 20,000

Per Company Difference Per Staff
$ 80,000 $ - $ 80,000

Divided by 3 4
26,667 20,000

1
(6,667)

References:
Column A: Company Schedule C-1
Column B: Testimony, CSB
Column C: Column [A] + Column [B]

x



LINE
no. lDE5cRIpTI0n

PLANT In
SERVICE
Per staff

NonDepreciable
or Fully Depreciated

PLANT

DEPRECIABLE
PLANT

(Col A - Col B
DEPRECIATION

RATE

DEPRECIATION
EXPENSE

(Col c x Col D

iN

I r

\

Las Quintal Serer as Water Company
Docket No. w-015BsA_09-0589
Test Year Ended June 30, 2009

Schedule CSB-15

OPERATING INCOME ADJUSTMENT no. 3 . DEPRECIATION EXPENSE on TEST YEAR PLANT

IAN IB] [Cl rm tEl

1 $ $ 217 $217
12,229

309,094
12.229

309,094
407

10,293

143,850
1,740

1,977,069
99,895

883,616
2,427

101,418

143,850
1 ,740

1 ,977,069
99,896

883,616
2.427

101,418

17,981
58

65,836
2,218

29,424
kg

8,448

1,137 1.137 76

28,306 28,306 1 ,sos

23,292 23,292

2,592 2.592 130

3.165 317

303 Land and Land Rights

304 Structures and Improvements
307 Wells and Springs

309 Supply Mains

310 Power Generation Equipment
311 Pumping Equipment
320 Water Treatment Equipment

320.1 Water Treatment Plant

330 Distribution Reservoirs and Standpipes
331 Transmission and Distribution Mains
333 Services

334 Meters and Meter Installations
335 Hydrants

336 Backflow Prevention Devices
339 Other Plant and Miscellaneous Equipment

340 Office Furniture and Equipment
340.1 Computers and Software

341 Transportation Equipment
343 Tools, Shop, and Garage Equipment
344 Laboratory Equipment

345 Power Operated Equipment
346 Communication Equipment
347 Miscellaneous Equipment

348 Other Tangible Equipment
Total Plant

0.00% $
3.33%
3.33%
2.50%
3.33%

12.50%
3.33%
3.33%
2.22%
3.33%
2.00%
B.33%
2.00%
6.67%
6.67%
6.67%

20.00%
20.00%

5.00%
10.00%

5.00%
10.00%
10.00%
10.00%

$

3,165
4,424

3,594,472 s
4,424

27,933 s 3,566,539 s 137,124

Composite Depreciation Rate (Depr Exp/ Depreciable Plant):
CIAC:

Amortization of CIAC (Line 32 x Line 33):
$
$

3.84%
333,555
12,824

2
3
4
5
6
7
8
9
10
11
12
13
14
15
1.6
17
l a
19
20
21
22
23
24
25
29
30
31
32
33
34 x

Depreciation Expense Before Amortization of CIACZ
Less Amortization of CIAC:

Test Year Depreciation Expense - Staff:
Depreciation Expense - Company:

Staff's Total Adjustment: S

$
$
s

137,124
12,524

124,300
117,586

6,714

References:
Column [A];
Column [B]:
Column [C]:
Column [D]:
Column [E]:

Schedule CSB-4
From Column [A]
Column [A] - Column [B]
Engineering Staff Report
Column [C] x Column [D]



LINE
no. Property Tax Calculation

STAFF
ASADJUSTED

STAFF
RECOMMENDED

ill llllInlnlul l l H

Las Quintus Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Schedule CSB-16

OPERATING INCOME ADJUSTMENT no. 4 - PROPERTY TAX EXPENSE

[Al [Bl

$ $

$

$

488,270
2

976,541
488,270

1 ,464,81 1
3

488,270
2

976,541 $

488,270
2

976,541
648,334

1,624,874
3

541,625
2

1 ,083,250

$
$

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15

Staff Adjusted Test Year Revenues
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue, Per Schedule CSB-1
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP -
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate

23,292
953,249

21 .0%
200,182

11.4039%
$

23,292
1,059,958

21.0%
222,591

11.4039%
$

16
17

Staff Test Year Adjusted Property Tax (Line 14
Company Proposed Property Tax

* Line 15) $ 22,829
26,078

18
19
20
21

(3,249)Staff Test Year Adjustment (Line 16-Line 17) $
Property Tax - Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Expense Due to Increase in Revenue Requirement

$
$
$

25,384
22,829
2,555

22
23
24

Increase to Property Tax Expense
Increase in Revenue Requirement
Increase to Property Tax per Dollar Increase in Revenue (Line19/Line 20)

$ 2,555
160,064

1.596546%
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Las Quintus Serer as Water Company
Docket NO, W-015B3A~09-D_89
Test Year Ended June 30, 2009

Schedule css-17

OPERATING INCOME ADJUSTMENT no. 5 . TEST YEAR INCOME TAXES

(A) (B)LINE
no. DESCRIPTION

Calculation of Income Tax: Test Year
s
$
s
$

488,270
457,961
91,759

(61 ,450)
5.958%

$ (4,282)
(57,168)
(7,500)
(1 ,792)

$
$
$
$
$
$

1 Revenue
2 Less: Operating Expenses - Excluding Income Taxes
3 Less: Synchronized Interest (L17)
4 Arizona Taxable Income (L1- L2 - LE)
5 Arizona State Income Tax Rate
6 Arizona Income Tax (L4 x L5)
7 Federal Taxable Income (LE - LE)
8 Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
9 Federal Tax on Second Income Bracket ($51 ,001 - $75,000) @ 25%
10 Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34%
11 Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39%
12 Federal Tax on Fifth income Bracket ($335,001 - $10,000,000) @ 34%
13 Total Federal Income Tax
14 Combined Federal and State Income Tax (LE + L13)

$
$

(9,292)
(13,574)_

$

Calculation of Interest Svnchronization:
15 Rate Base
16 Weighted Average Cost of Debt
17 Synchronized Interest (L16 x L17) $

1.91 1 .646
4.80%

91,759
i

18
19
20

Income Tax - Per Staff $
Income Tax - Per Company $

Staff Adjustment $

(13,574)
(23,603)
10,030



Present'
Company
Proposed

Staff
Recommended

\
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RATE DESIGN Schedule CSB-18
Page 1 of 5

Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Monthly Minimum Charge

$ 10.00
22.50
25.00
55.00
70.00

125.00
225.00
350.00

s 20.00
30.00
50.00

100.00
160.00
320.00
500.00

1 ,000.00

s
Meter Size (All Classes):
5/8 inch x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch
8 Inch

20.00
30.00
50.00

100.00
160.00
320.00
500.00

1 ,000.00
1,600.00

Gallons In Minimum

*Does not include arsenic remedial surcharge listed on Schedule CSB-18, page 5.

Standpipe $ 10.10 $ 20.20 s 20.20

Fire Sprinkler Connection
Fire Sprinkler - less than 6 inches (See Notes 1 and 2)
Fire Sprinkler - larger than 6 inches (See Notes 1 and 2)

10.00
15.00

10.00
15.00

N/A
N/A

Fire Sprinkler - less than e inches (See Notes 1 and 3)
Fire Sprinkler - larger than 6 inches (See Notes 1 and 3)

10.00
15.00

NIA
N/A

Note 3
Note 3

Note 1 - Present Rates are 1% of monthly minimum for comparable sized meters, but not less than $5.00 per month
Note 2 - Proposed rates are 2% of monthly minimum for comparable sized meters, but not less than $15 per month.
Note 3 - Staffs recommended monthly charges are 2% of the monthly minimum for an equivalent sized meter

or $10, whichever is greater, for all meter sizes.

Commodity Rates
(Residential. Commercial. Industrial)

5/8" X 3/4" Meter
0 gallons to 4,000 gallons
4,001 gallons to 23,000 gallons
over 23,000 gallons

$ 0.9500
1.1500
1.3500

N/A
N/A
N/A

N/A
N/A
N/A

0.gallons to 4,000 gallons
4,001 to 10,000 gallons
over 10,000 gallons

$ 0.9500
N/A
N/A

$ 1 .9000
2.4000
3.0000

$ 1.1000
2.1000
3.1930

3l4" Meter
0 gallons to 4,000 gallons
4,001 gallons to 23,000 gallons
over 23,000 gallons

$ 0.9500
1 .1500
1 .3500

N/A
N/A
NIA

N/A
N/A
N/A

o gallons to 4,000 gallons
4,001 to 10,000 gallons
over 10,000 gallons

N/A
N/A
N/A

s 1 .9000
2.4000
3.0000

$ 1.1000
2.1000
3.1930

1" Meter
0 gallons to 40,000 gallons
over 40,000 gallons

$ 1.1500
1.3500

WA
N/A

N/A
N/A

0 gallons to 25,000 gallons
over 25,000 gallons

N/A
N/A

$ 2.4000
3.0000

NlA
N/A

First 27,000 gallons
Over 27,000 gallons

N/A
N/A

N/A
NIA

2.1000
3.1930
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Las Quinoas Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

RATE DESIGN Schedule CSB-18
Page 2 of 5

Commodity Charge - Per Thousand Gallons Continued
1 1/2" Meter
0 gallons to 100,000 gallons
over 100,000 gallons

$ 1.1500
1.3500

N/A
N/A

NIA
N/A

0 gallons to 50,000 gallons
over 50,000 gallons

N/A
N/A

2.4000
3.0000

N/A
N/A

First 70,000 gallons
Over 70,000 gallons

N/A
N/A

1 ,4500
1 .9000

2.1000
3.1930

2" Meier (All Classes Except Slandoioel
0 gallons lo 150,000 gallons
over 150,000 gallons

1.1500
1.3500

1 ,450D
1 .9000

N/A
N/A

0 gallons to B0,000 gallons
over 80,000 gallons

NIA
N/A

2.4000
3.0000

N/A
N/A

First 122,000 gallons
Over 122,000 gallons

N/A
N/A

N/A
N/A

2.1000
3.1930

3" Meter (All Classes Except Standninel
No Tariff
No Tariff

N/T
nor

N/A
N/A

N/A
N/A

0 gallons to 160,000 gallons
over 160,000 gallons

N/A
N/A

2.4000
3.0000

N/A
N/A

First 262,000 gallons
Over 262,000 gallons

N/A
N/A

N/A
N/A

2.1000
3.1930

4" Meter (All Classes Except Standnipel
0 gallons to 400,000 gallons
over 400,000 gallons

1.1500
1.3500

1 .4500
1 .9000

N/A
N/A

0 gallons to 250,000 gallons
over 250,000 gallons

N/A
N/A

2.4000
3.0000

N/A
N/A

First 423,000 gallons
Over 423,000 gallons

N/A
N/A

N/A
N/A

2.1000
3.1930

6" Meter (All Classes Except Standpipe)
0 gallons to 400,000 gallons
over 400,000 gallons

1.1500
1.3500

1 .4500
1.9000

N/A
N/A

0 gallons to 500,000 gallons
over 500,000 gallons

N/A
N/A

2.4000
3.0000

N/A
N/A

First 873,000 gallons
Over 873,000 gallons

N/A
N/A

N/A
N/A

2.1000
3.1930

8" Meter (All Classes Except Standoioe)
No Tariff
No Tariff

NlT
N/T

N/A
N/A

N/A
N/A

No Tariff
No Tariff

N/T
nor

N/A
N/A

N/A
N/A

First 1,414,000 gallons
Over 1,414,000 gallons

N/A
N/A

NIA
N/A

2.1000
3.1930
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Las Quintas Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

$
s
$
s
$

20.00
30.00
20.00
30.00
25.00

$
$
$
$
$

20.00
30.00
20.00
30.00
25.00

s
$
$
$
$

20.00
30.00
20.00
30.00
25.00

*

*

* *

*

*

* *

*

*

* *

$ s $

Miscellaneous Charges
Establishment
Establishment (After Hours)
Reconnection (Delinquent)
Reconnection (Delinquent and After Hours)
Meter Test (If meter reading correctly)
Deposit
Deposit interest
Re-Establishment (With-in 12 Months)
NSF Check
Deferred Payment, Per Month
Meter Re-Read (if correct)
After hours service charge, per Rule R14-2-403D
Late Charge per month (per R-14-2-409G(6))

$

15.00
N/T

15.00
N/T

1.50%

$

15.00
1.50%

15.00
Cost

1.50%

$

15.00
1.50%

15.00
Cost

1.50%

Standpipe Charges
Original Key Deposit
Additional Set

Offsite Fadtlities Hook-Up Fee
Arsenic Impact Hook-Up Fee

$ 30.00
s 5.00
$ 250.00
See CSB-18, p, 5

$ 30,00
s 5.00
See CSB-18, p. 5

NT

$ 30.00
$ 5.00
$ 250.00
See CSB-18, p, 5

PER COMMISSION RULE (R14-2-403.B)
Months off system times the minimum. PER COMMISSION RULE (R14-2-403.D)

NIT = No tariff.

IN ADDITION TO THE COLLECTION oF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE oF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE (14-2-409.D 5)-

ALL ADVANCES AND/OR CONTRIBUTIONS ARE To INCLUDE LABOR, MATERIALS, OVERHEADS,
AND ALL APPLICABLE TAXES.



Total
Present
Charge

Company
Proposed

Service Line
Charge

Company
Proposed

Meter
Installation

Charge

Total
Company
Proposed
Charge'

Total
Present
Charge

Staff
Recommended
Service Line

Charge"

Staff
Recommended

Meter
Installation

Charge

Total
Staff

Recommended
Charge

r

Las Quintas Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

RATE DESIGN Schedule CSB~18
Page 4 of 5

s s
$
$
s

445
445
495
550

$
s
s
$

155
255
315
525

$
s
$
$

600
700
810

1 ,075
N/A

s
$
$ N/A N/A

s
$

830
B30

$
$

1,045
1,890

$
$

1.875
2,720

$ N/A N/A
$
$

1,045
1,165

$
s

N/A
1 .670
2.545

NIA

s
$

2.715
3,710

$ N/A N/A
$
$

1,490
1,670

$
$

3,670
3,645

$
$

5,160
5,315

$

Service and Meter Installation Charges
5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
2 Inch /Turbine
2 Inch / Compound
3 Inch
3 Inch / Turbine
3 Inch l Compound
4 Inch
4 Inch I Turbine
4 Inch / Compound
6 Inch
6 InCh /Turbine
6 Inch I Compound
B Inch

150
NT

225
4TH
625

NT
NT

850
NT
NT

1 .800
NT
NT

3,000
NT
NT
NT

$
$

N/A
2,210
2,330

AL Cost

$
$

N/A
5,025
6,920

At Cost

$
s

N/A
7,235
9,250

AL Cost

$ s
$
$
$

445
445
495
550

$
s
s
$

155
255
315
525

$
$
$
$

600
700
810

1 ,075
$
$
s N/A N/A N/A

$
s

B30
830

$
$

1,045
1,890

$
$

1 ,875
2,720

$ N/A N/A

$
$

$
$

1,670
2,545

$
$

2,715
3,710

$

N/A
1 .045
1 ,165

N/A N/A
$
$

1,490
1,670

$
$

s
s

4,160
5.315

$

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
2 Inch /Turbine
2 Inch / Compound
3 Inch
3 Inch /Turbine
3 Inch / Compound
4 Inch
4 Inch /Turbine
4 Inch / Compound
6 Inch
6 Inch I Turbine
6 Inch l Compound
B Inch

150
NT

225
475
625

NT
NT

850
NT
NT

1 ,800
NT
NT

3,000
NT
NT
NT

$
$

N/A
2,210
2,330

Al Cost

$
$

N/A
2,670
3,645

N/A
5,025
6,920

At Cost

s
s

N/A
7,235
9,250

At Cost

NT = No Tariff
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Las Quintal Serer as Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Arsenic Remedial Surcharge
5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch

$ 11.37
17.05
28.42
56.84
90.94

170.52
284.20
568.40

$ $

Standpipe 11.37

* Staff recommends discontinuance of the surcharge.

Arsenic Impact Hook-up Fee
5/B x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch

$ 1,135
1,703
2,838
5,675
9,080

18,160
28,375
56,750

$ $ 1,135
1,703
2,838
5,675
9,080

18,160
28,375
56,750

$ $ $
Off-site Facilities Hook-up Fee

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

250
250
250
250
250
250
250
250

1,135
1 ,703
2,838
5,675
9,080

18,160
28 v375
56,750

250
250
250
250
250
250
250
250
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Las Quintal Serer as Water Company

Docket No. W-01583A-09-0589

Test Year Ended June 30, 2009

Schedule CSB-19

Typical Bill Analysis
5/8 x 3/4-lnch Meter

Company Proposed Gallons
Present
Rates*

Proposed
Rates

Dollar
Increase

Percent
Increase

Average Usage 10,768 32.95 44.30 $ 11.35 34.45%

Median Usage 8,500 30.35 38.40 $ 8.06 26,54°/1

Staff Recommended

Average Usage 10,768 $ 32.95 39,45 $ 6.50 19.72%

Median Usage 8,500 30.35 33.85 $ 3.51 11.55%

Present & Proposed Rates (Without Taxes)
General Service 5/8 x 3/4-Inch Meter

Gallons
Consumption

$ $ s
1,000
2,000
3,000
4,000
5,000
6,000
7,000
8,000
9,000

10,000
11,000
12,000
13,000
14,000
15,000
16,000
17,000
18,000
19,000
20,000
25,000
30,000
35,000
40,000
45,000
50,000
75,000

100,000

Present
Rates*

21 .37
22.32
23.27
24.22
25.17
26.32
27.47
28.62
29.77
30.92
32.07
33.22
34,37
35.52
36.67
37.82
38.97
40. 12
41 .27
42.42
43.57
49.72
56.47
63.22
69.97
76.72
83.47

1 17.22
150.97

Company
Proposed

Rates
20.00
21 .90
23.80
25.70
27.60
30.00
32.40
34.80
37.20
39.60
42.00
45.00
48.00
51 .00
54.00
57.00
60.00
63.00
66.00
69.00
72.00
87.00

102.00
117.00
132.00
147.00
152.00
237.00
312.00

%
lnerease

-6.41 %
-1 .88%
2.28%
6.11 %
9.65%

13.98%
17.95%
21.59%
24.96%
28.07%
30.96%
35.46%
39.66%
43.58%
47.26%
50.71 %
53.96%
57.03%
59.92%
62.66%
65.25%
74.98%
80.63%
B5.07%
88.65%
91 .61 %
94.08%

102.18%
106.66%

Staff
Recommended

Rates
20.00
21 .10
22.20
23.30
24.40
26.50
28.60
30.70
32.80
34.90
37.00
40.1 g
43.39
46.58
49.77
52.97
56.16
59.35
62,54
65.74
68.93
84.90

100.86
1 16.83
132.79
148.76
164.72
244.55
324.37

%
Increase

-6.41%
-5.47%
-4.60%
-3.80%
-3.06%
0.68%
4.11%
1.27%

10.18%
12.87%
15.37%
20.99%
26.23%
31 .13%
35.73%
40.04%
44.11%
47.93%
51 .55%
54.97%
58.21%
70.75%
78.61%
84.79%
89.78%
93.89%
97.34%

108.62%
114.66%

*Includes arsenic impact fee of $11.37
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EXECUTIVE SUMMARY
LAS QUINTAS SERENAS WATER COMPANY

DOCKET NO. w-01583A-09-0589

Staff recommends total annual revenues of $638,106 resulting in a $ l 62,624 operating income or
8.50 percent rate of return on a $1,913,221 rate base. Staffs Surrebuttal Testimony responds to
Las Quintus Serenes Water Company's ("Las Quintus" or "Company") Rebuttal Testimony on
the following issues:

1. Rate Base
a. Not Used and Useful Plant
b. Accumulated Depreciation
c. Advances in Aid of Construction ("AlAC")
d. Customer Deposits
e. Accumulated Deferred Income Taxes ("ADIT")

2. Operating Income
a. Rate Case Expense
b. Depreciation Expense
c. Calculation of CIAC Amortization Expense
d. Property Tax Expense
e. Income Tax Expense

'7
J . Rate Design
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Surrebuttal Testimony of Crystal S. Brown
Docket No. W-01583A»09-0589
Page 1

l INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3 A.

4

5

My name is Crystal S. Brown. I am a Public Utilities Analyst V employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Start").

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q. Are you the same Crystal S. Brown who tiled Direct Testimony in this case?

8 A. Yes.

9

10 PURPOSE OF SURREBUTTAL TESTIMONY

11 Q. What is the purpose of your Surrebuttal Testimony in this proceeding?

12 A.

13

The purpose of my Surrebuttai Testimony in this proceeding is to respond, on behalf of

Staff, to the Rebuttal Testimony of Mr. Thomas Bourassa who represents Las Quinoas

Serenes Water Company, Inc. ("Las Quintas" or "Company").14

15

16 Q-

17

Did you attempt to address every issue raised by Las Quintus in its Rebuttal

Testimony?

18 A.

19

20

21

No. I limited my discussion to certain issues as outlined below. My silence on any

particular issue raised in the Company's Rebuttal Testimony does not indicate that I agree

with the Company's stated rebuttal position on the issue. Rather, where I do not respond,

I rely on my Direct Testimony.

22

23 Q- What issues will you address?

24 A. I will address the issues listed below that are discussed in the Rebuttal Testimony of the

25 Company's witness Mr. Thomas Bourassa.

26



Surrebuttal Testimony of Crystal S. Brown
Docket No. W-01583A-09-0589
Pogo 2

I

l

2

3

4

5

6

1.
Not Used and Useful Plant
Accumulated Depreciation
Advances in Aid of Construction ("AIAC")
Customer Deposits
Accumulated Deferred Income Taxes ("ADIT")

7

8

9

10

11

12

2.

13 3.

Rate Base

a.
b.
c.
d.
e.

Operating Income
a. Rate Case Expense
b. Depreciation Expense
e. Calculation of CIAC Amortization Expense
d. Property TaX Expense
e. Income Tax Expense

Rate Design

14

15 SUMMARY OF PROPOSED REVENUES

16 Q- Please summarize Staff's recommended revenue.

17 A.

18

19

20

21

22

Staff recommends a $149,836 or 30.69 percent revenue increase from $488,270 to

$638,106. Staffs recommended revenue increase would produce an operating income of

$162,624 for an 8.50 percent rate of return on an OCRB of $l,913,22l. Staffs

recommended rates would increase the typical residential 5/8 X 3/4 inch meter bill having

a median usage of 8,500 gallons from $30.35 to $33.68, for an increase of $3.34 or 10.99

percent, as shown on Schedule CSB-19.

23

24 Q- How does Stafi"s recommended revenue compare to the recommended revenue in

25 Staff's Direct Testimony?

26 A.

27

28

Staffs recommended revenue has decreased by $10,228, from $648,334 in its Direct

Testimony to $638,106 in its Surrebuttal Testimony due to various adjustments as

described below.

29
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Surrebuttal Testimony of Crystal S. BIQW11
Docket No. W~0l583A-09-0589
Page 3

l RATE BASE

2 Rate Ease Acyustment No. 3 -.- Not Used and Usejizl Plant

3 Q. Did Staff review Las Quintus' Rebuttal Testimony concerning not used and useful

4 plant?

5 A.

6

7

8

9

Yes. The Company indicated that it removed a total of $41,000: $20,082 from Account

No. 311, pumping equipment and $20,918 from plant Account No. 331, transmission

mains because those were the amounts and plant accounts recommended by Staff witness

Marlin Scott, Jr. Also, in its Rebuttal Testimony, the Company stated that the plant was

financed with $20,918 in advances in aid of construction ("A1AC").

10

11 Q. Does Staff agree?

12 A.

13

14

15

16

Yes. Staff inadvertently removed the entire $41,000 amount from Account No. 331,

transmission mains in the year 2009. Staff has recalculated the plant balances using the

correct amounts by plant account. Additionally, the Company provided a copy of the line

extension agreement evidencing that the not used and useful plant was financed with

$20,918 in AIAC. Staff has adjusted the AIAC account to remove the $20,918.

17

18 Q. What is Staff's recommendation for plant in service?

19 A.

20

21

Staff recommends removing a total of $41,000: $20,082 from Account No. 31 1, pumping

equipment, and $20,918 from plant Account No. 331, transmission mains, as shown on

Schedule CSB-4 and Schedule CSB-7.

22

23 Q- How does Staff's recommended plant in service compare to the recommended plant

24 in service in Staffs Direct Testimony?

25 A. Staffs recommended plant in service is the same as the plant in service recommended in

26 its Direct Testimony.



Su1Tebutta1 Testimony of Crystal S. Brown
Docket No. W-01583A-09-0589
Page 4

I a

1 Rate Base Adjustment No. 4 - Accumulated Depreciation

2 Q. Did Staff review the Company's Rebuttal Testimony concerning accumulated

3 depreciation?

4 A. Yes .

5

6 Q- What were the Company's primary concerns?

7 A.

8

9

10

The Company's primary concerns were that Staff should have segregated the not used and

useful plant by account, that Staff should have multiplied the annual depreciation expense

by nine-twelfths rather than six-twelfths, and that Staff should have removed $20,605 in

accumulated depreciation rather than $41 ,000.

11

12 Q- Does Staff agree with the Company that the not used and useful plant should be

13

14 A.

segregated?

Yes. Consistent with the discussion in Rate Base Adjustment No. 3 Not Used and

15

16

Useful Plant, Staff has recalculated the plant balances using the correct amounts by plant

account. Staff removed both plant items in the year 2008.

17

18 Q.

19

Does Staff agree with the Company that the annual depreciation expense should be

multiplied by nine-twelfths rather than six-twelfths?

20 A. Yes. Based on the Company's explanation and further analysis, Staff agrees with the

21 Company's methodology.

22

23 Q-

24

Does Staff agree with the Company that $20,605 in accumulated depreciation should

be removed rather than $41,000'?

25 A. No, Staff does not.

26
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Surrebuttal Testimony of Crystal S. Brown
Docket No. W-0l583A-09-0589
Page 5

1 Q- What is Staff's rationale for its position?

2 A,

3

When plant is removed from service, regardless of the reason, the original cost of the plant

is removed from both plant in service and accumulated depreciation.

4

5 Q- What is Staff's recommendation for accumulated depreciation"

6 A. Staff recommends decreasing accumulated depreciation by $55,659 as shown on

Schedules CSB-4 and CSB-8.7

8

9 Q- How does Staffs recommended accumulated depreciation compare to the

10 recommended accumulated depreciation in Staff's Direct Testimony"

11 A.

12

Staff" s recommended accumulated depreciation has increased from $1,002,426 in its

Direct Testimony to $1,021,769 in its Surrebuttal Testimony.

13

14 Rate Base Adjustment No. 3 - Advances In Aid ofConsz'ruction ("AIAC")

15 Q- Did Staff review the Company's Rebuttal Testimony concerning AIAC?

16 A.

17

Yes, the Company stated that $20,918 of the not used and useful plant was financed with

AIAC. The Company proposes to remove the amount from AIAC.

18

19 Q. Does Staff agree with the Company that the $20,918 in AIAC should be removed?

20 A. Yes, the Company provided a copy of the related main line extension agreement.

21

22 Q. What is Staff's recommendation for AIAC?

23 A. Staff recommends decreasing AIAC by $20,9l8 as shown on Schedules CSB-4, and CSB-

24 8.

25
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l Q- How does Staff's recommended AIAC compare to the recommended AIAC in Staff's

2 Direct Testimony?

3 A. Staffs recommended AIAC has decreased from $372,323 .to $351,405 in its Surrebuttal

4 Testimony .

5

6 Rate Base Acuusz'ment No. 5 - Customer Deposits

7 Q.

8

Did the Company's Rebuttal Testimony concerning customer deposits raise any

questions for Staff?

9 A. Yes.

10

11 Q. What are the questions?

12 A. Staff has the following questions:

13

14

15

16

17

18

19

20

21

1. Does the Company collect security deposits for its metered customers? If it does, then

Staff requests the amount of security deposits collected.

2. Why does the key deposits balance of $7,475 exceed $4,680, which represents the

number of standpipe customers multiplied by the $30 key deposit (i.e. 156 standpipe

customers x $30 key deposit = $4,680). Staff would like the Company to reconcile the

difference of $2,795.

3. Does the additional key charge of five dollars represent a replacement key or a second

key? Staff would like to know the deposit requirements for customers when the five

dollar charge is for a second key versus a replacement key.

22

23 Q- Does the Company pay interest on customer key deposits"

24 A. No, it does not.

25

1 Bourassa Rebuttal at 11.
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l Q- Does Staff have any recommendations concerning interest payments on customer key

2

3 A.

4

deposits?

Yes, Staff recommends that Las Quintus be required to pay interest on all customer

deposits at six percent annually as a credit to customer bills, consistent with Arizona

Administrative Code R-14-2-403 B.5

6

7 Rate Base Aayustment No. 6 - Accumulated Deferred Income Taxes ("AD]T")

8 Q- Does the rate base calculation ref lect capital provided by investors and non-

9 investors?

10 A.

11

Yes. Generally, it includes capital such as, but not limited to, net plant, net contributions

in aid of construction ("CIAC"), net AIAC, customer deposits, ADIT, and working

12 capital .

13

14 Q- How do ADIT provide capital?

15 A.

16

17

18

In the early years of an asset's life, customers are providing more in cash for income taxes

than the company actually has to pay. While the utility has access to this additional cash,

it represents cost free capital provided by customers that the utility can use to fund plant or

operations.

19

20 Q. What is the primary cause of the difference in income taxes"

21 A.

22

23

The primary cause of the difference in income taxes is the straight line depreciation

method used for rate making purposes and accelerated depreciation method used for

federal and state income tax reporting purposes.

24

25 The National Association of Regulatory Utility Commissioners ("NARUC") Uniform

26 System of Accounts ("USOA") requires utilities to use straight line depreciation. Straight
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! x

1

2

3 Accelerated

4

5

6

line depreciation, in the early years of an asset's life, results in a lower depreciation

expense which, in turn, results in a higher income tax. Conversely, the Internal Revenue

Service ("IRS") allows companies to use accelerated depreciation.

depreciation, in the early years of an asset's life, results in a higher depreciation expense

which, in turn, results in lower income taxes. When an asset is fully depreciated for tax

purposes, the situation begins to reverse.

7

8 Q. Would you demonstrate how ADIT provide capital?

9 A. Yes. In the example that follows, income taxes are calculated for a plant asset costing

10

11

12

13

$6,000 with a five year useful life. The capital provided by the ADIT (shown in Column

E for Years 1 through 4) is comprised of the computed tax differences between income

taxes calculated for rate-making purposes and the actual income taxes that a company

pays to the United States Treasury and the State of Arizona.

14

15 $6,000 Asset

16 Accelerated Useful Life = 3 years

17

18

Accelerated Depreciation Expense Used for IRS = $6,000 / 3 years = $2,000

Ratemaking Life = 5 years

19 Ratemaking Depreciation Expense = $6,000 / 5 years = $1,200

20 Tax Rate = 40%

21



A B C D E

Year

Income Tax Effect of
Depreciation Expense

on
State and Federal

Income Taxes

Income Tax Effect of
Depreciation Expense

on
Books for Rate

Making Purposes
Current Year

Deferred Income Tax

Accumulated
Deferred Income Tax

Balance
1 $2,000 x 40% = $800 $1,200 X 40% = $880 $800 - $480 =: $320 $320
2 $2,000 X 40% = $800 $1,200 X 40% = $480 $800 - $480 = $320 $320 + $320 = $640
"\
J $2,000 x 40% z $800 $1,200 x 40% = $480 $800 - $480 = $320 $640 + $320 : $960
4 s 0 x40%=$ 0 $1,200 x 40% = $480 $ 0- $480=($480l $960 - $480 : $480
5 0 x40%=$ 0$ $1,200 X 40% = $480 s 0- $480=($480) $480- $480=$ 0

\
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1

2 Q.

3

Should the components used to calculate the ADIT be components that reflect a net

investment of capital?

4 A.

5

6

7

8

9

Yes, the components used to calculate the ADIT should be only components that reflect a

net investment of capital because ADIT are included in rate base. Rate base, in turn, is the

net invested capital wherein investors earn their rates of return. In other words, if an

amount that does not represent an investment in capital were allowed in rate base (without

prior Commission approval) then investors would be allowed to earn a rate of return on an

amount that is not an investment. This would be unfair to ratepayers.

10

11 Q. What components does the Company propose to use in its calculation of the ADIT?

12 A. The Company is proposing to use net plant, net CIAC, net AIAC, and net operating loss.

13

14 Q. Does a net operating loss represent an investment of capital by Las Quintus?

15 A.

16

No, it does not. The net operating loss represents losses incurred by the Company when

the Company failed to earn its authorized rate of return or any other taxable profit in

17 previous years .

18

19

20

21

In past proceedings, the Commission authorized rates included an income tax component

and the Company recovered those amounts from ratepayers, regardless of whether the

Company earned a profit. The inclusion of net operating losses in the ADIT calculation
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i
a

1

2

3

means that ratepayers would essentially be paying a carrying charge on the Company's

expected future recovery of a tax benefit, and this would be unfair to ratepayers since they

have already paid their share of income tax expense in rates.

4

5

6

7

Further, a net operating loss does not represent any cash outlay that the Company has

made for providing service in advance of receiving the cash from the customers. Neither

does it represent working capital.

8

9 Q.

10

11

Does Staff agree with the Company's argument that, because Financial Accounting

Standard Board Statement No. 109 ("FASB 109") allows net operating losses in the

calculation of the ADIT, net operating losses should be allowed for ratemaldng

12

13 A.

14

purposes?

No, Staff does not. Accounting treatment allowed under Generally Accepted Accounting

Principles is not necessarily appropriate raternaking treatment. For instance, FASB 1092

15 also allows lobbying expenses, business meals, and entertainment expenses in the

16 calculation of the ADIT. However, Staff does not recommend inclusion of these items

17 because, similar to net operating losses, they are not appropriate for ratemaking purposes.

18

19 Q- What is Staff's recommendation for the ADIT?

20 A. Staff continues to recommend an ADIT liability of $31,307 as shown on Surrebuttal

21 Schedules CSB-4 and CSB-10.

22

2 FASB 109 has been superseded by FASB Accounting Standard Codification ("ASC").
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1 Q- How does Staff's recommended ADIT compare to the recommended ADIT in Staffs

2 Direct Testimony?

3 A. Staffs recommended ADIT is the same as the ADIT recommended in its Direct

4 Testimony.

5

6 OPERATING INCOME

7 Operating Income Aafustment No. 2 -- Rate Case Expense

8 Q. Did Staff review the Company's Rebuttal Testimony concerning rate case expense?

9 A. Yes.

10

Q- What was the Company's primary concern?

12 A.

13

14

15

16

The Company's primary concern was that Staff normalized rate case expense using four

years rather than three years, The Company believes that using three years to normalize

the expense is more appropriate than four years because the Company expects to

experience a cash flow problem that, in turn, will necessitate filing another rate case

within three years.

17

18 Q. Does Staff agree with the Company's concern?

19 A. No, Staff does not. Staff is recommending a rate increase that is anticipated to be

20

21

sufficient to pay for the Company's cash expenses and to provide an opportunity to earn

Staff" s recommended rate of return. Further, Staff" s recommendation to normalize rate

22

23

24

case expense using four years is based on an analysis of the actual rate case filing

experience for the Company's most recent three rate cases as discussed in greater detail in

Staff' s direct testimony.

25
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.I

1 Q- What is Staff's recommendation for rate case expense?

2 A. Staff recommends annual rate case expense of 820,000 that is normalized using four years

3 (i.e., $80,000 / 4 years).

4

5 Q.

6

How does Sta f f s  recommended annual  ra te  case expense compare to  the

recommended annual rate case expense in Staff's Direct Testimony?

7 A. Staffs recommended annual rate case expense is the same as the annual rate case expense

8 recommended in its Direct Testimony.

9

10 Operating Income Acnustment No. 3 - Depreciation Expense

11 Q. Did Staff review the Company's Rebuttal Testimony concerning depreciation

12 expense?

13 A. Yes.

14

15 Q. What are the Company's primary concerns?

16 A. The Company's primary concerns are that (l) Staff used incorrect depreciation rates for

17 some plant accounts and that (2) Staff should include land in the calculation of

18

19

amortization expense for CIAC. Staff will provide a detailed discussion of the calculation

of CIAC amortization expense.

20

21 Q- Does Staff agree with the Company that incorrect depreciation rates were used for

22 some plant accounts?

23 A. Yes. Staff has corrected the depreciation rates for Account Nos. 309, 310, 331, and 333.

24



TABLE A
DETAILED LIST OF PLANT PURCHASED WITH CIAC

[1] [2] [3] 4

CIAC Funded
Plant

Depreciation
Rate

Depreciation
Expense

Land $10.00 X 0.00% $0.00
All Other Plant $90.00 X 3.33% $3.00
Total CIAC Plant $100.00 $3.00

_lllllll ll
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1 Calculation off[AC Amortization Expense

2 Q.

3

Does Staff agree with the Company that land should be included in the calculation of

CIAC amortization expense?

4 A.

5

6

7

No, Staff does not. Inclusion of land in the calculation of CIAC amortization expense will

allow the Company to earn a rate of return on land that was purchased with CIAC.

Allowing a return on plant purchased with CIAC is unfair to customers and unfairly

enriches the Company.

8

9 Q.

10

\Vould Staff review the Company's example provided in support of its proposal to

include land in the calculation of CIAC amortization expense?

11 A. Yes.

12 CIAC.

The Company's example begins with a breakout of plant that was funded with

Land is funded with $10 in CIAC and all other plant is funded with $90 in CIAC.

13 Annual depreciation expense is $3.00 as shown in Table A below.

14

15

16

17

18

19

The Company goes on to explain that its methodology of calculating CIAC amortization

expense results in $3.00 of CIAC amortization expense which exactly offsets the

depreciation expense: $3.00 in depreciation expense (from Table A) minus $3.00 in CIAC

amortization expense (from Table B below) equals 380.

20



TABLE B
COMPANY'S CALCULATION OF CIAC AMORTIZATION EXPENSE

[1] [2] [3] [4] 5

Depreciation
Expense

Total
Plant

CIAC
Amo1*tization

Rate
Total

CIAC

CIAC
Amortization

Expense
$3.00 / $100.00 3.00% x $100.00 $3.00

TABLE C
STAFF'S CALCULATION OF CIAC AMORTIZATION EXPENSE

Depreciation
Expense

Depreciable
Plant

CIAC
Amortization

Rate
Total

CIAC

CIAC
Amortization

Expense
$3.00 / $90.00 3.33% x $100.00 $3.33

Surrebuttal Testimony of Crystal S. Brown
Docket No. W-01583A-09-0589
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\

1

2

3

4

5

6

7

8

9

10

The Company then claims that Staffs methodology results in a negative cash flow: $3.00

in depreciation expense (from Table A) minus $3.33 in CIAC amortization expense (from

Table C below) equal a negative $0.33.

11

12

13 Q . Is the Company's analysis correct?

14 A. No, it is not.

15

16 Q . Please explain your answer.

17 A.

18

19

20

21

22

23

The problem is that the Company is proposing to amortize $10 in CIAC that it has

identified was used to purchase land. Table A, column 2 shows that the land was

purchased with CIAC. Table B shows that the Company is taking the annual CIAC

amortization rate of 3.00 percent (Table B, column 3) and multiplying that amount by the

entire CIAC balance of $100 (Table B, column 4). The $10 is included in the $100

amount that the Company is proposing to amortize. Amortizing CIAC that the Company

knows was used to purchase land is unfair to customers and unfairly enriches the

24 Company.

25



TABLE D
STAFF'S CALCULATION OF CIAC AMORTIZATION EXPENSE

[1] [2] [3] [4] 5

Depreciation
Expense

Depreciable
Plant

CIAC
Amortization

Rate
Total
CIAC

CIAC
Amortization

Expense
$3.00 / $90.00 3.33% X $90.00 $3.00

I

I ¢
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1 Q- Why is amortizing CIAC that was used to purchase land unfair to customers?

2 A.

3

4

5

Land is not depreciable. That means that the land purchased with CIAC will stay in rate

base forever. Each year as the CIAC related to the land is amortized, a smaller and

smaller amount of CIAC will be available to offset the land included in plant in service,

allowing a portion of the land to earn a return. Once the CIAC related to the land is

6

7

completely amortized then the entire amount of land that was purchased with CIAC will

be included in rate base (i.e., $10 land - $0 CIAC $10 rate base) and will earn a rate of

8

9

return. Allowing a rate of return on plant purchased with CIAC is unfair to customers and

unfairly enriches the Company.

10

11

12

Staff" s methodology does not assume that land is purchased with CIAC. Therefore, under

Staffs methodology only the $90 in CIAC related to depreciable plant would be

13 amortized.

14

15

16

17

18

19

In addition, Staffs methodology does not result in a negative cash flow as the Company

erroneously claims: $3.00 in depreciation expense (from Table A) minus $3.00 in CIAC

amortization expense (from Table D) = 530. Further, Staff" s methodology would not harm

customers as it does not attempt to amortize CIAC used to purchase land.

20

21 Q- What is Staff's recommendation for depreciation expense"

22 A. Staff recommends depreciation expense of $113,434.

23
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1 Q-

2

How does Staff's recommended depreciation expense compare to the recommended

depreciation expense in Staff's Direct Testimony?

3 A.

4

Staffs recommended depreciation expense decreased to $113,434 in its Surrebuttal

Testimony from $124,300 in its Direct Testimony.

5

6 Operating Income Ac§usl'ment No. 4 -- Property Taxes

7 Q. Did Staff make any adjustment to the Property Tax Expense"

8

9

A. Yes. Staff s adjustment reflects Staff" s calculation of the property tax expense using

Staffs recommended revenues.
»

10

11 Qperating Income Adjustment No. 5 .-. Income Taxes

12 Q. Did Staff make any adjustments to test year Income Tax Expense?

13

14

A. Yes. Staffs adjustment reflects Staffs calculation of the income tax expense based upon

Staff' s adjusted test year taxable income.

15

16 RATE DESIGN

17 Q~ Has Staff reviewed the Company's Rebuttal Testimony concerning rate design?

18 A. Yes.

19

20 Q- What is the Company's primary concern?

21 A.

22

The Company's primary concern is that Staffs rate design shifts revenue recovery away

from the smaller metered customers to the larger metered customers.

23

24 Q. Does Staff agree with the Company's concern?

25 A.

26

No, Staff does not. The Company's Schedule H-2, page 1 shows that larger metered

customers use more water. The average consumption for the 5/8 x 3/4 inch and 3/4 inch
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1

2

3

metered customers is 10,768 gallons and 15,598 gallons, respectively. These amounts are

much smaller than the average consumption for the 2 inch and 4 inch metered customers

which were 153,057 gallons and 401,611 gallons, respectively,

4

5 SERVICE LINE AND METER INSTALLATION CHARGES

6 Q- Did Staff review the Company's proposed service line and meter installation

7 ch;1rges'7

8 A. Yes.

9

10 Q-

11

Did Staff note a problem with the Company's proposed charges for the four inch

turbine service line and meter installation charges?

12 A.

13

Yes, the Company indicated that it accepted the service line and meter installation charges

recommended by Staff but did not reflect the Staff-recommended charge in its schedule.

14

15 Q. Does this conclude Staffs Surrebuttal Testimony?

16 A. Yes, it does.



Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-1

REVENUE REQUIREMENT

LINE
no. DESCRIPTION

[A]
COMPANY
ORIGINAL

COST

[B]
STAFF

ORIGINAL
COST

1 Adjusted Rate Base f 2,109,539 55 1.913,221

$ 47,550 $ 51,5642 Adjusted Operating Income (Loss)

3 Current Rate of Return (LE /LI) 2.25% 2.70%

4 Required Rate of Return 9.03% 8.50%

5 Required Operating Income (LE * LI) $ 190,491 $ 162,624

5 Operating Income Deficiency (L5 - LE) $ 142,942 $ 111,059

7 Gross Revenue Conversion Factor 1 .42390 1.34915

8 Increase (Decrease) In Gross Revenue (LE * L6)1 39 203,528 $ 149,836

9 Adjusted Test Year Revenue $ 488,270 $ 488,270

10 Proposed Annual Revenue (L8 + LE) $ 691,799 $ 638,106

11 Required Increase/(Decrease in Revenue) (%) (L8/LQ) 41 68% 30.69%

1 , 4 .The Companys Increase m gross revenue does not
equal line 7 x line 6

References:
Column [A]: Company Schedules A-1, C-1, C-3, & D-1
Column [BIT Staff Schedules CSB-2, CSB-3, & CSB-11
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Las Quintal Serenes Water Company
Docket No, W-01583A»09-0_89
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-2

GROSS REVENUE CONVERSION FACTOR

(A) (B) (C) (D)LINE
N Q DESCRIPTION

1
2
3
4
5
5

Calculation of Gross Revenue Conversion Factor
Revenue
Uncollectible Factor (Line 11)
Revenues (LI . LE)
Combined Federal and State Income Tax and PropeNd Tax Rate (Line 23)
Subtotal (LE LE)
Revenue Conversion Factor (LI I LE)

100.0000%
0.0000%

100.0000%
25.8795%
74.1205%
1349154

7
8
9
10
11

Calculation of Urxcol/ectfible Factor
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (L9 " L10 )

100.0000%
246769%
75,3231%

0.0000%
0.0000%

10.0.0000%
6.9680°/0

93.0320%
19.0353%
17.7089%

Calculation of Effective Tax Rate:
12 Operating Income Before Taxes (Arizona Taxabie Income)
13 Arizona State Income Tax Rate
14 Federal Taxable Income (L12 < L13) _
15 Applicable Federal Income Tax Rate (Line 53)
16 Effective Federai Income Tax Rate (L14 x LI 5)
17 Combined Federal and State Income Tax Rate (L13 +L16) 24.6769%

100.0000%
24.e769*v=
75.3231 %
15965%

1.2026%

Calculation of Effective PropertyTax Factor
18 Unity
19 Combined Federal and State Income Tax Rate (L17)
20 One Minus Combined Income Tax Rate (L18-L19)
21 Property Tax Factor
22 Effective Property Tax Factor (L20*L21)
23 Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 2558795%

$ 162,624
51,564

24 Required Operating Income (Schedule CSB-1, Line 5)
25 AdjustedTest Year Operating Income (Loss)
26 Required Increase in Operating Income (L24 - L25) $ 111,059

$ 25,995
(10,389)

27 Income Taxes on Recommended Revenue (Col. [E]_ L52)
ZN Income Taxes on Test Year Revenue (Col. [B], L52)
29 Required Increase in Revenue to Provide for Income Taxes (L27 - L28) 35,385

$ 638,106
0.D000%

$
$

30 Recommended Revenue Requirement (Schedule CSB~1, Line 10)
31 Uncollectible Rate (Line 10)
32 Uncollledible Expense on Recommended Revenue (L30*L3t)
33 Adjusted Test Year Uncollectible Expense
34 Required Increase in Revenue to Provide for Uncollectible Exp. (L32-L33)

$ 25,221
22,829

35 Property Tax with Recommended Revenue (CSB-15, Col B, L19)
36 Property Tax on Test Year Revenue
37 increase in Property Tax Due to Increase in Revenue (L35~L36)
38 Total Required Increase in Revenue (L26 + L29 + L34 + L37) $

2892
1491838

Test
Year

488,270
447,095

90,831
(49,655)
6.9680%

(3,460)
(45,1 95)
(6,929)

$
$

149_836
2,392

Staff
Recommended

$ 838,106
$ 449,487
$ 90,831
$ 97,789

6.9B80%
6,814

90 v975
7,500
6,250
5,431

$
$
$
s
$
s
$
$
$

$
$
$
$
$
$
$
$
$

Calculation of Income Tax:
39 Revenue (Schedule CSB-11, Col [C]. Line 5 & Sch. CSB-1, Col. [D] Line 1 S
40 Operating Expenses Excluding Income Taxes S
41 Synchronized Interest (L56) $
42 Arizona Taxable Income (L39 . L40 - L41) $
43 Arizona State income Tax Rate
44 Arizona income Tax (L42 x L43)
45 Federal Taxable income (L42 - L44)
46 Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
47 Federal Tax on Second Income Bracket ($51,001 - $75,000) @25%
48 Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34%
49 Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39%
50 Federal Tax on Fifth Income Bracket ($335,001 - $10,000,000) @ 34%
51 Total Federal Income Tax
52 Combined Federal and Slate Income Tax (L44 + L51)

(6,929)
(10,339)

191181
25.995

53 Applicable Federal Income Tax Rate [Col. [CL L51 - Col. [A], L51] l [Col [C], L45 - Col. [A], L45] 19.0353%

$

Calculation of Interest Synchronization:
54 Rate Base (Schedule CSB-3, Col. (C), Line 14
55 Weighted Average Cost of Debt
56 Synchronized lnteresi (L45 X L46) $

1,B92,3D3
4.8000%
901831
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Las Quintal Serenes Water Company
Docket No. W-01583A-09~0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-3

RATE BASE - ORIGINAL COST

(A)
COMPANY

AS
FILED

(B) (C)
STAFF

As
ADJUSTED

LINE
NO

STAFF ADJ
ADJUSTMENTS NO.

1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service

$ 35

$

3,828,585
(1,077,428)
2,751,157 $

(234,113) 1, 2, 3 SB
55,659 4

(178,454) 53

3,594,472
(1,021,769)
2,572,703

LESS."

4 Advances in Aid of Construction (AIAC) $ 372,323 $ (20,918) 3 $ 351,405

5 Service Line and Meter Advances (Meter Deposits) $ 19,641 $ $ 19,641

6
7
8

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ $

$

333,555
(83,901)
249,654 $ $

333,555
(83,901 )
249,654

9 Total Advances and Contributions $ 641,618 $ 4 $ 620,700

10 Customer Deposits $ $ 7,475 5 $ 7.475

11 Accumulated Deferred Income Taxes $ $ 31,307 6 $ 31,307

ADD;

12
13

Working Capital 35
35

$
$

$
$

14 Total Rate Base $ 2,109,539 $ (217,236) $ 1,913,221

References:
Column [A], Company Schedule B-1, Page 1
Column [B]: Schedule CSB-4
Column [C]: Column [A] + Column [B]
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LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

I e

Las Quintal Serenes Water Company
Docket NO, vv-01583A-09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-5

RATE BASE ADJUSTMENT no. 1 - PLANT RETIREMENT

[A] [B] [C]

1 Pumping Equipment $ 151,338 $ (7,488) $ 143,850

References:

Column [A];
Column [B]:
Column [C]:

Company Schedule B-2
Testimony, CSB, Company's Response to Data Request CSB 2.7
Column [A] + Column [B]



LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

- I | |

s

Las Quintal Serenes Water Company
Docket No. W-01583/09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-6

RATE BASE ADJUSTMENT no. 2 .. DEBT ISSUANCE COSTS

[A] [B] [C]

$ s 1,977,0691

2

3

Water Treatment Plant
Debt Issuance Costs
Total Water Treatment Plant $

1,977,069
185,625

2,162.694 $

- $
(185,625)
(185,625) $ 1,977,069

References:

Column [A]:
Column [B]:
Column [C];

Company Schedule B-2
Testimony, CSB, Data Request Response CSB 2.9
Column [A] + Column [B]



LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

I' l l

Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30. 2009

Surrebuttal Schedule CSB-7

RATE BASE ADJUSTMENT no. 3 - NOT USED AND USEFUL PLANT

[B] [C]

1

2

3

Acct No. 311 - Electrical Pumping Equip
Acct No. 331 - Trans and District Mains

$
$
$

151,338
924,616

1,075.954

$
$
$

(20,082) $
(20,918) 35
(41,000) $

131.256
903.698

1.034.954

4 Advances In Aid of Construction $ 641.618 $

[A]

(20,918) $ 620.700

References:
Column [A]: Company Schedule B~2
Column [B]: Testimony, CSB
Column [C]: Column [A] + Column [B]



LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

11--11111111 | lll l  W ml l l

I

Las Quintal Serenes Water Company
Docket NO. w-01583A-09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-8
Page 1 of 7

RATE BASE ADJUSTMENT no. 4 _ ACCUMULATED DEPRECIATION

[A] [8] [C]

1 Accumulated Depreciation $ 1,077,428 $ (55,659) $1.021.769

Column [A]: Company Schedule B-2
Column [B]: Testimony, CSB
Column [C]: Column [A] + Column [B], Schedule CSB-8, Page 7
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LINE
no. DESCRIPTION

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

\ )

Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-9

RATE BASE ADJUSTMENT no. 5 .. CUSTOMER DEPOSITS

[A] [B] [C]

1 Customer Deposits 55 $ 7,475 $ 7.475

References:
Column A: Company Schedule B-2
Column B: Testimony, CSB, Data Request Response CSB 2_1 1
Column C: Column [A] + Column [B]



LINE
no. DESCRIPTION

PER
COMPANY ADJUSTMENT

PER
STAFF

l l | |

Las Quintet Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30. 2009

Surrebuttal Sckmedule CSB-10

RATE BASE ADJUSTMENT no. 6 .. ACCUMULATED DEFERRED INCOME TAXES

[A] [8] [C]

Federal Taxes
$ $

$

1,674,957 s
1,872,065
(197,108) $
24.5180%

185,625
(185,625)

24.52%
$

1,674,957
2,057,690
(382,733)
24.51800/>

Tax Value of Fixed Assets
Less: Book Value Fixed Asset Value (From Line 22)

Subtotal
Multiplied by federal tax rate
Noncurrent Future Tax Asset/(Liabi l i ty) (48,327) (45,512) (93,838)

35 $

$

2,450,374
1,872,065

578,309
6.9681%

$

-  $
185,625

(185,625) $
6.9681%

2,450,374
2,057,690

392,684
6.9681%

State Taxes
Tax Value of Fixed Assets
Less: Book Value Fixed Asset Value (From Line 22)

Subtotal
Multiplied by state tax rate
Noncurrent Future Tax Asset/(Liability) 40,297 (12,935) 27,363

AIAC
Tax Value of AIAC
Less: Book Value of AIAC

$ $ $

$ $ $
30.0%

(372,323)
372,323

30.0%
111.697

31.4861%

(372,323)
372823

30.0%
111,697

31 .4861 % 31.4861%

Multiplied by Probability of Realization of Future Benefit
Subtotal

Multiplied by combined federal and state tax rate
Noncurrent Future Tax Asset/(Liability) s 35,169 s $ 35,169

$ $ $

$ $ $
(518,518)
518.518

24.5178%

518.518
(518,518)
245178% 24.5178%

Operating Loss Carry Forward
Tax Value of Fixed Assets
Less: Book Value Fixed Asset Value (From Line 22)

Subtotal
Multiplied by state tax rate
Noncurrent Future Tax Asset/(Liability) $ 127,129 s (127,129) $

$ 154,268 $ (185,575) (31 ,307)

1
2
3
4
5
6
7
8
9

10
1'I
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

$
$
$

Net Asset/(Liabil i ty)
ADIT Per Company's Direct Testimony
Staff's Adjustment (31 ,307)

References:
Column A: Company Response to Data Request Response CSB 2.9
Column B: Testimony, CSB, Company Data Request Responses CSB 2.9
Column C: Column [A] + Column [B]



Las Quintal Serenes Water Company
Docket No. w.01 583A-09-0589
Test Year Ended June 30. 2009

Surrebuttal Schedule CSB-1 1

OPERATING INCOME . TEST YEAR AND STAFF RECOMMENDED

[A] [B] [D] [E]

LINE
n o. DESCRIPTION

COMPANY
TEST YEAR
AS FILED

STAFF
TEST YEAR ADJ

ADJUSTMENTS NO.

[CI
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ 481 ,492 $ $ 481,492 $ 149,836 $ 631,328
REVENUESJ

Metered Water Sales
Water Sales - Unmetered
Other Operating Revenues

Total Revenues $

5,778
488,270 s $

6,778
488,270 $ 149,836 $

6,778
638,106

EXPENSES:
$ 150,775 $ s 150,775 $ $ 150,775

74,502
4,217

765
21,840

74,502
4,217

765
21,840

74,502
4,217

765
21 ,840

6,568
7,408 (3,161) 1

6,568
4,247

6.568
4,247

11,874
7,012
2,825

11,874
7,012
2,825

11,874
7,012
2,825

(6,667) 226,667
6,177

31
117,585

20,000
6,177

31
113,434

20,000
6,177

31
113,434(4,152) 3

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Services- Legal
Outside Services- Other
Water Testing
Equipment Rental
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp.
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
income Taxes

26,078
(23,603)

(3,249)
13,214

4
5

22,829
(10,389)

2.392
36,385

25,221
25,995

1
2
3
4
5
6
7
8
9
tO
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
31
32
33
34

Total Operating Expenses $ 440,721 $ (4,015) $ 436,706 $ 38,777 s 475,483

Operating Income (Loss) s 47,550 s 4,015 55 51,564 $ 111.059 S 162,624

References:
Column (A): Company Schedule C-1, Page 2
Column (B): Schedule CSB-12
Column (C): Column (A) + Column (B)
Column (D): Schedules CSB-1 and CSB-2
Column (E): Column (C) + Column (D)
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LINE
no. Description

COMPANY
As FILED

STAFF
ADJUSTMENTS

STAFF
As ADJUSTED

mm lllllll HH ll

Las Quintal Serenes Water Company
Docket No. w-01583A-09-0589
Test Year Ended June 30. 2009

Surrebuttal Schedule CSB-13

OPERATING INCOME ADJUSTMENT no. 1 -WATER TESTING EXPENSE

IA] [B] {C]

1 Water Testing Expense $ 7,408 $ (3,161) $ 4,247

References:
Column A: Company Schedule C-1
Column B: Testimony, CSB
Column C: Column [A] + Column [B]



LINE
no. `escription

COMPANY
As FILE `.

STAFF
BDJ STMENTS >-

STAFF
As BDJ sT

_l_ll1ll | ll | | ll l l l l ll I H l l

Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30. 2009

Surrebuttal Schedule CSB-14

OPERATING INCOME ADJUSTMENT no. 2 .. RATE CASE EXPENSE

[A] [B] [C]

1 Rate Case Expense as 26,667 $ (6,667) $ 20,000

Per Company Difference Per Staff
$ 80,000 $ - $ 80,000

Divided by 3 4
26,667 20,000

1
(6,667)

References:
Column A: Company Schedule C-1
Column B: Testimony, CSB
Column C: Column [A] + Column [B]



LINE
no. ,DESCRIPTION

PLANT In
SERVICE
Per Staff

NonDepreciable
or Fully Depreciated

PLANT

DEPREC1ABLE
PLANT

(Col A - Col B)
DEPRECIATION

RATE

DEPRECIATION
EXPENSE

(Col C x Col D

lllll-I\\llllll\ | l l

r

Las Quintal Serenes Water Company
Docket No. w-01583A-09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-15

OPERATING INCOME ADJUSTMENT no. 3 . DEPRECIATION EXPENSE on TEST YEAR PLANT

rAn IB] [C] [DI FEI

1 $ 217
12,229

309,094

$ 217 $
12,229

309,094
407

10,293

143,850
(18,342)

1,977,069
99,896

903,698
2,427

101.418

143,850
(18,342)

1,977,069
99,896

903,698
2.427

101 ,418

17,981
(61 1)

85,836
2.218

18,074
81

8,448

1,137 1437 76

28,306 28,306 1 .888

23,292 23,292

2.592 2,592 130

3.165 317

0.00% s
3.33%
3.33%
2.00%
5.00%

12.50%
3.33%
3.33%
2.22%
2.00%
3.33%
8.33%
2.00%
6.67%
6.67%
6.67%

20.00%
20.00%
5.00%

10.00%
5.00%

10.00%
10.00%
10.00%

303 Land and Land Rights
304 Structures and improvements
307 Wells and Springs
309 Supply Mains
310 Power Generation Equipment
311 Pumping Equipment
320 Water Treatment Equipment

320.1 Water Treatment Plant
330 Distribution Reservoirs and Standpipes
331 Transmission and Distribution Mains
333 Services
334 Meters and Meter Installations
335 Hydrants
336 Backflow Prevention Devices
339 Other Plant and Miscellaneous Equipment
340 Office Furniture and Equipment

340.1 Computers and Software
341 Transportation Equipment
343 Tools, Shop, and Garage Equipment
344 Laboratory Equipment
345 Power Operated Equipment
346 Communication Equipment
347 Miscellaneous Equipment
348 Other Tangible Equipment

Total Plant $

3,165
4,424

3,594,472 $
4,424

27,933 $ 3,566,539 $ 125,137

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
29
30
31
32
33
34

Composite Depreciation Rate (Depr Exp / Depreciable Plant):
CIAC:

Amortization of C\AC (Line 32 x Line 33):
$

55

351%
333,555
11,703

Depreciation Expense Before Amortization of CIAO:
Less Amortization of CIAC:

Test Year Depreciation Expense - Staff:
Depreciation Expense - Company:

Staff's Total Adjustment: $

$
$
$

125,137
11,703

113,434
117,586

(4,152)

References:
Column [A]:
Column [B]:
Column [C]:
Column [D]:
Column [E]:

Schedule CSB-4
From Column [A]
Column [A] - Column [B]
Engineering Staff Report
Column [C] x Column [D]



LINE
no. Property Tax Calculation

STAFF
AS ADJUSTED

STAFF
RECOMMENDED

r 4

Las Quintal Serenes Water Company
Docket NO. w-m 583A_09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-16

OPERATING INCOME ADJUSTMENT no. 4 - PROPERTY TAX EXPENSE

IA] fB1

$ $

$

$

488,270
2

976,541
488,270

1,464,811
3

488,270
2

976,541 $

488,270
2

976,541
638,106

1,614,647
3

538,216
2

1.076,431

8
$

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15

Staff Adjusted Test Year Revenues
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue, Per Schedule CSB-1
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWlP -
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate

23,292
953,249

21 .0%
200,182

11.40390/>
$

23,292
1,053,139

21.0%
221,159

11.4039%
$

16
17

Staff Test Year Adjusted Property Tax (Line 14
Company Proposed Property Tax

* Line 15) $ 22,829
26,078

18
19
20
21

(3,249)Staff Test Year Adjustment (Line 16-Line 17) $
Property Tax - Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Expense Due to Increase in Revenue Requirement

$
$
$

25,221
22,829
2,392

22
23
24

Increase to Property Tax Expense
Increase in Revenue Requirement
Increase to Property Tax per Dollar Increase in Revenue (Line19/Line 20)

$ 2,392
149,836

1.596546%
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Las Quintus Serer as Water Company
Docket No, W-01583A»09-0589
Test Year Ended June 30, 2009

Surrebuttal Schedule CSB-17

OPERATING INCOME ADJUSTMENT no. 5 . TEST YEAR INCOME TAXES

<A) (8)LINE
NO DESCRIPTION

Test Year
$
$
$
$

488,270
447,095
90,831

(49,655)
6.968%

$ (3,460)
(46,195)
(6,929)

$
s
$
$
$
$

Calculation of Income Tax:
1 Revenue
2 Less: Operating Expenses - Excluding Income Taxes
3 Less: Synchronized Interest (L17)
4 Arizona Taxable Income (L1- L2 - LE)
5 Arizona State Income Tax Rate
6 Arizona Income Tax (L4 x L5)
7 Federal Taxable Income (LE - LE)
8 Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
9 Federal Tax on Second Income Bracket ($51 ,001 - $75,000) @ 25%
10 Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34%
11 Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39%
12 Federal Tax on Fifth Income Bracket ($335,001 .. $10,000,000) @ 34%
13 Total Federal Income Tax
14 Combined Federal and State Income Tax (LE + L13)

$
$

(6,929)
(10,389)

$

Calculation of Interest Synchronization:
15 Rate Base
15 Weighted Average Cost of Debt
17 Synchronized Interest (L16 x L17) $

1,892.303
4.80%

90,831

18
19
20

Income Tax - Per Staff $
Income Tax - Per Company $

Staff Adjustment $

(10,389)
(23,603)
13,214



Present
Company
Proposed

Staff
Recommended
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Las Quintal Serenes Water Company
Docket No. W-01583A-09-0_89
Test Year Ended June 30, 2009

RATE DESIGN Surrebuttal Schedule CSB-18
Page 1 of 5

Monthly Minimum Charge

$ 10.00
22.50
25.00
55.00
70.00

125.00
225.00
350,00

$ 20.00
30.00
50.00

100.00
160.00
320.00
500.00

1 ,000.00

$

Meter Size (All classes):
5/B inch x 3/4 inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch
B Inch

20.00
30.00
50,00

100.00
160.00
320.00
500.00

1,000.00
1,600.00

Gallons In Minimum

*Does not include arsenic remedial surcharge listed on Schedule CSB-18, page 5.

Standpipe $ 10.10 $ 20.20 $ 20.20

Fire Sprinkler Connection
Fire Sprinkler - less than 6 inches (See Notes 1 and 2)
Fire Sprinkler - larger than 6 inches (See Notes 1 and 2)

10.00
15.00

10.00
15.00

N/A
N/A

Fire Sprinkler less than 6 inches (See Notes 1 and 3)
Fire Sprinkler - larger than 6 inches (See Notes 1 and 3)

10.00
15.00

N/A
N/A

Note 3
Note 3

Note 1
Note 2
Note 3

Present Rates are 1% of monthly minimum for comparable sized meters, but not less than $5.00 per month
Proposed rates are 2% of monthly minimum for comparable sized meters, but not less than $15 per month.
Staff's recommended monthly charges are 2% of the monthly minimum for an equivalent sized meter
or $10, whichever is greater, for all meter sizes.

Commodity Rates
(Residential, Commercial, Industrial)

5/8" X 3/4" Meter
0 gallons to 4,000 gallons
4,001 gallons lo 23,000 gallons
over 23,000 gallons

$ 0.9500
1 .1500
1.3500

N/A
NIA
N/A

N/A
N/A
N/A

0 gallons to 4,000 gallons
4,001 to 10,000 gallons
over 10,000 gallons

$ 0.9500
N/A
N/A

$ 1.9000
2.4000
3.0000

$ 1 .0800
2.0800
3.0900

3/4" Meter
0 gallons to 4,000 gallons
4,001 gallons to 23,000 gallons
over 23,000 gallons

$ 0.9500
1 .1500
1 .3500

N/A
N/A
NIA

N/A
N/A
N/A

0 gallons lo 4,000 gallons
4,001 to 10,000 gallons
over 10,000 gallons

NlA
N/A
N/A

$ 1 .9000
2.4000
3.0000

$ 1.0800
2.0800
3.0900

1" Meter
0 gallons to 40,000 gallons
over 40,000 gallons

$ 1.1500
1.3500

N/A
N/A

NlA
N/A

0 gallons to 25,000 gallons
over 25,000 gallons

N/A
N/A

$ 2.4000
3.0000

NIA
N/A

First 27,000 gallons
Over 27,000 gallons

N/A
N/A

NlA
N/A

2.0800
3.0900



Present
Company
Proposed

Staff
Recommended

Las Quintal Serer as Water Company
Docket No. W-01583A-09-0_89
Test Year Ended June 30, 2009

RATE DESIGN Surrebuttal Schedule CSBJ 8
Page 2 of 5

Commodity Charge - Per Thousand Gallons Continued
1 1/2" Meter
0 gallons to 100,000 gallons
over 100,000 gallons

$
$

1.15
1.35

N/A
N/A

NIA
N/A

0 gallons to 50,000 gallons
over 50,000 gallons

N/A
N/A

$
$

2.40
3.00

N/A
N/A

First 70,000 gallons
Over 70,000 gallons

N/A
N/A

$
$

1.45
1.90

$
$

2.08
3.09

2" Meter (All Classes Exceol Standoioel
0 gallons to 150,000 gallons
over 150,000 gallons

$

$

1.15
1.35

$
$

1.45
1.90

NlA
N/A

0 gallons to 80,000 gallons
over 80,000 gallons

N/A
N/A

$
$

2.40
3.00

N/A
N/A

First 122,000 gallons
Over 122,000 gallons

N/A
N/A

N/A
N/A

$
$

2.08
3.09

3" Meter (All Classes Except Standpipe)
No Tariff
No Tariff

N/T
N/T

N/A
N/A

N/A
N/A

0 gallons to 160,000 gallons
over 160,000 gallons

N/A
NIA

$
$

2,40
3.00

N/A
N/A

First 262,000 gallons
Over 262,000 gallons

N/A
N/A

N/A
N/A

$
$

2.08
3.09

4" Meter (All Classes Except Standpioel
0 gallons to 400,000 gallons
over 400,000 gallons

$
$

1.15
1.35

$
$

1.45
1.90

N/A
N/A

0 gallons to 250,000 gallons
over 250,000 gallons

N/A
NIA

$
$

2.40
3.00

N/A
N/A

First 423,000 gallons
Over 423,000 gallons

N/A
N/A

N/A
NIA

$
s

2.08
3.09

6" Meter (All Classes Except Standoipel
0 gallons to 400,000 gallons
over 400,000 gallons

$
$

1.15
1.35

s
$

1.45
1.90

N/A
N/A

0 gallons to 500,000 gallons
over 500,000 gallons

N/A
NIA

s
$

2.40
3.00

N/A
N/A

First 873v000 gallons
Over 873,000 gallons

N/A
N/A

N/A
N/A

$
$

2.08
3.09

8" Meter (All Classes Except Standpipe)
No Tariff
No Tariff

N/T
N/T

N/A
NlA

NIA
N/A

No Tariff
No Tariff

N/T
N/T

N/A
N/A

N/A
N/A

First 1,414,000 gallons
Over 1,414,000 gallons

N/A
N/A

N/A
NlA

$
$

2.08
3.09
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Las Quintal Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

RATE DESIGN Surrebuttal Schedule CSB-18
Page 3 of 5

$
s
$
$
$

20.00
30.00
20.00
30.00
25.00

$
$
$
$
$

20.00
30.00
20.00
30.00
25.00

$
$
$
s
$

20.00
30.00
20.00
30.00
25.00

*

*

*

*

*n

*

*

* *

$ $ $

Miscellaneous Charges
Establishment
Establishment (After Hours)
Reconnection (Delinquent)
Reconnection (Delinquent and After Hours)
Meter Test (If meter reading correctly)
Deposit
Deposit interest
Re-Establishment (With-in 12 Months)
NSF Check
Deferred Payment, Per Month
Meter Re-Read (if correct)
After hours service charge, per Rule R14-2-403D
Late Charge per month (per R-14-2-409G(6))

s

15.00
N/T

15.00
N/T

1.50%

$

15.00
1.50%

15.00
Cost

1.50%

$

15.00
1 .50%

15,00
Cost

1.50%

Stan pipe Charges
Original Key Deposit
Additional Set

Offsite Facitlities Hook-Up Fee
Arsenic Impact Hook-Up Fee

$ 30.00
$ 5.00
$ 250.00
See CSB-18, p. 5

$ 30.00
$ 5.00
See CSB-18, p. 5

NT

s 30.00
$ 500
$ 250.00
See CSB-18, p. 5

* PER COMMISSION RULE (R14-2-403.B)
Months off system times the minimum. PER COMMISSION RULE (R14-2-403.D)

NIT = No tariff.

IN ADDITION TO THE COLLECTION oF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE (14-2~409.D 5).

ALL ADVANCES AND/OR CONTRIBUTIONS ARE To INCLUDE LABOR, MATERIALS, OVERHEADS,
AND ALL APPLICABLE TAXES.



Total
Present
Charge

Company
Proposed

Service Line
Charge

Company
Proposed

Meter
Installation

Charge

Total
Company
Proposed
Charge*

Total
Present
Charge

Staff
Recommended
Service Line

Charge"

Staff
Recommended

Meter
Installation

Charge

Total
Staff

Recommended
Charge

Las Quintus Serenes Water Company
Docket No. W-01583A-09-0589
Test Year Ended June 30, 2009

RATE DESIGN Surrebuttal Schedule CSB48
Page 4 of 5

.H

$ $
$
$
$

445
445
495
550

$
$
$
$

155
255
315
525

$
$
$
$

$
$
$ N/A N/A

600
700
B10

1,075
N/A

$
$

830
830

$
$

1,045
1.890

$
$

1,875
2,720

$ NlA N/A

$
$

$
$

$
$

2,715
3,710

$ N/A

$
s

1,045
1.165

N/A
1,490
1,670

$
$

$
$

5,160
5,315

$

Service and Meter Installation Charges
5/8 x 3/4 Inch
3/4 Inch
1 Inch
I 1/2 Inch
2 Inch
2 Inch l Turbine
2 Inch I Compound
3 Inch
3 Inch / Turbine
3 Inch / Compound
4 Inch
4 Inch I Turbine
4 Inch / Compound
6 Inch
6 Inch / Turbine
6 Inch / Compound
8 Inch

150
NT

225
475
525

NT
NT

850
NT
NT

1 ,a00
NT
NT

3,000
NT
NT
NT

5
$

NlA
2,210
2,330

Al Cost

s
$

N/A
1,670
2,545

NlA
3,670
3,645

N/A
5,025
6.920

A( Cost

s
$

N/A
7,235
9,250

At Cost

$ $
$
$
$

445
445
495
550

$
$
$
s

155
255
315
525

$
s
$
$

$
$
$ N/A NIA

600
700
810

1,075
N/A

$
$

830
830

$
$

1,045
1,890

$
$

1,875
2,720

$ NlA N/A

5
s

N/A
1,045
1,165

$
$

1 ,670
2,545

$
$

2,715
3,710

$ N/A N/A

$
$

$
$

2.670
3,645

$

$

4,160
5,315

$

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
2 inch / Turbine
2 Inch l Compound
3 inch
3 Inch l Turbine
3 Inch / Compound
4 Inch
4 Inch / Turbine
4 Inch / Compound
6 Inch
6 Inch / Turbine
s Inch / Compound
8 Inch

150
NT

225
475
625

NT
NT

850
NT
NT

1 ,800
NT
NT

3,000
NT
NT
NT

35

s

N/A
1,490
1.670

N/A
2,21 0
2.330

At Cost

$

$

N/A
5,025
6,920

At Cost

$
$

N/A
7.235
9,250

Al Cost

NT : No Tariff
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Las Quintal Serenes Water Company
Docket No W-01583A-09-0589
Test Year Ended June 30. 2009

RATE DESIGN Surrebuttal Schedule CSB-1 8
Page 5 of 5

Arsenic Remedial Surcharge
5/8 X 3/4 inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch

$ 118.7
17.05
28.42
56.84
90.94

170.52
284.20
568.40

$ s

Standpipe 11.37

Staff recommends discontinuance of the surcharge.

$ $ $
Arsenic Impact Hook-up Fee

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 inch
6 inch

1,135
1.703
2.838
5,675
9,080

18,160
28,375
56,750

1 .135
1 .703
2,838
5.675
9,080

18,160
28,375
56,750

Off-site Facilities Hook-up Fee
5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 inch
4 inch
6 Inch or larger

$ 250
250
250
250
250
250
250
250

$ 1 .135
1,703
2,838
5,675
9,080

18,160
28,375
56,750

$ 250
250
250
250
250
250
250
250



EXHIBIT

UNIFGRM SYSTEM OF ACCOUNTS
FDR CLASS A

WATER UTILITIES

1996
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NATIONAL ASSOCIATION OF
REGULATORY UTILITY COMMISSIONERS

1201 Constitution Avenue, N.W., Suite 1102
Post Office Box 684

Washington, DC 20044-0684
Telephone No. (202) 898-2200
Facsimile No. (202) 898-2213

Price: $25.00



BALANCE SHEET ACCOUNTS

4) Any amount of money received by a utility, any portion of
which is provided at no cost to the utility, which represents
an addition or transfer to the capital of the utility and
which is utilized to offset the federal, state or local income
tax effect of taxable contributions in aid of construction,
taxable amounts transferred from Account 252 - Advances for
Construction, and taxable compensation received from
governmental agencies and others for relocation of water mains
or other plants ,shall be reflected in a sub-account of this
account.

B. The credits to this account shall not be transferred to
other account without the approval of the Commission.

any

c. The records supporting the entries to this account shall be so
kept that the utility can furnish information as to the purpose of
each donation, the conditions, if any, upon which it was made, the
amount of from states, municipalities, (c)
customers, and (d) others, and the amount applicable to each
utility department.

donations (a) (b)

Note: --There shall not be included in this account advances for
construction which are ultimately to be repaid wholly or in part
(See account 252 - Advances for Construction) .

272. Accumulated Amortization of Contributions in Aid of Construction

A. This account shall reflect the amortization accumulated on
account 271 Contributions in Aid of Construction, if recognized
by the Commission.

B. Specifically, balances in account 271 which represent
contributions of depreciable plant shall be amortized by charges to
this account over a period equal to the estimated service life of
the related contributed asset. A group or overall composite rate
may be used for contributed balances that cannot be directly
related to a plant asset.

c. The concurrent credit for the amortization recorded in this
account shall be made to account 403 - Depreciation Expense .

D. If a regulatory body allows the amortization of any portion of
the monies collected to Pay the tax obligation caused by the
receipt of CIAC, such amortization shall also be reflected in a
sub-account of this account. Specifically, balances in account 271
which represent monies collected for the gross-up of CIAC (See
Definition 15.) shall be amortized by charges to this account over
a period determined by the regulatory body.

89
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NATIONAL ASSOCIATION OF
REGULATORY UTILITY commissIonERs
1201 Constitution Avenue, N.W., Suite 1102

Post Office Box 684
Washington, DC 20044-0684
Telephone No. (202) 898-2200
Facsimile No. (202) 898-2213

Price: $25 .00
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BALANCE SHEET ACCOUNTS

4) Any amount of money received by a utility, any portion of
which is provided at no cost to the utility, which represents
an addition or transfer to the capital of the utility and
which is utilized to offset the federal, state or local income
tax effect of taxable contributions in aid of construction,
taxable amounts transferred from Account 252 - Advances for
Construction, and taxable compensation received from
governmental agencies and others for relocation of water mains
or other plants .shall be reflected in a sub-account of this
account.

B. The credits to this account shall not be transferred to any
other account without the approval of the Commission.

c. The records supporting the entries to this account shall be so
kept that the utility can furnish information as to the purpose of
each donation, the conditions, if any, upon which it was made, the
amount of donations from (a) states, (b) municipalities, (c)
customers, and (d) others, and the amount applicable to each
utility department.

Note:--There shall not be included in this account advances for
construction which are ultimately to be repaid wholly or in part
(See account 252 - Advances for Construction) .

272. Accumulated Amortization of Contributions in Aid of Construction

A. This account shall reflect the amortization accumulated on
account 271 Contributions in Aid of Construction, if recognized
by the Commission,

B. Specifically, balances in account 271 which represent
contributions of depreciable plant shall be amortized by charges to
this account over a period equal to the estimated service life of
the related contributed asset. A group or overall composite rate
may be used for contributed balances that cannot be directly
related to a plant asset.

C. The concurrent credit for the amortization recorded in this
account shall be made to account 403 - Depreciation Expense.

D. If a regulatory body allows the amortization of any portion of
the monies collected to Pay the tax obligation caused by the
receipt of CIAC, such amortization shall also be reflected in a
sub-account of this account. Specifically, balances in account 271
which represent monies collected for the gross-up of CIAC (See
Definition 15. ) shall be amortized by charges to this account over
a period determined by the regulatory body.
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